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TAX INSTITUTE* 





PART I—TAX ASPECTS OF ESTATE AND 
TRUST PLANNING AND ADMINISTRATION 





TAX PROBLEMS IN THE ADMINISTRATION 
OF AN ESTATE 


SHERMAN Dye** 


There are certain fundamental tax problems which will arise in 
the administration of every estate. The purpose of Part I is to consider 
those problems with which nearly every fiduciary will be faced. A great 
deal of what we have to say is elementary, but it is our desire to bring 
together those basic rules scattered through various parts of the Internal 
Revenue Code which deal with tax problems which arise because of the 
administration of an estate. 

Naturally almost any type of tax question can be encountered 
during administration of an estate. If, for example, the estate is 
operating a business, the executor will encounter the same tax problems 
and must take into account the same tax considerations as any other 
individual operating a business. These are not our concern. We are 
concerned with those which the executor or administrator faces because 
he is administering an estate. 


EsTIMATED Tax 

One of the first tax problems which faces any executor is what 
should be done about further payments on the declaration of estimated 
tax filed by the decedent. That declaration may have been a separate 
declaration filed by the decedent alone or it may have been a joint 
declaration filed by the decedent and his spouse. In either event no 
further payments are required by the executor.’ If, however, the decla- 
ration is a joint one, the attorney for the executor should advise the 
surviving spouse that, due to the fact that liability on the joint estimate 





* This issue is based upon selected proceedings of the Regional Tax 
Institute held at Cleveland, Ohio, September 18-20, 1958. 
** Of the firm of Baker, Hostetler and Patterson, Cleveland, Ohio; member 
of the Ohio Bar. 
1 Rev. Reg. § 1.6153-1(a) (4). 
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is joint and several,” the spouse is liable for the remaining payments un- 
less an amended separate estimate is filed.* Whether or not a separate 
amended estimate is called for will, of course, depend on the facts of 
the particular case. For example, if all of the income used as a basis of 
the joint estimate is that of the surviving husband, he will probably want 
to continue payments on the joint estimate without amendment. On the 
other hand, if the surviving spouse has relatively little or no income of 
her own, she will probably want to file an amended separate estimate 
so as to reduce or eliminate further payments.‘ 

Filing of an amended separate estimate will not affect the right of 
the surviving spouse to join with the fiduciary in the filing of a joint 
return for the taxable year of death. Credit may be taken on that joint 
return both for payments made prior to death on the joint estimate and 
for payments made after death on the amended separate estimate. 


FinaL RETURN 

The next questions with which an executor is faced relate to the 
final income tax return of the decedent. When is the return due? What 
period is covered by the return? What items of income and deductions 
are to be included in that return? 

In the case of the last return of a decedent, the rules requiring the 
filing of a return are the same as in the case of any individual taxpayer. 
A return must be filed if the decedent had gross income in excess of 
$600 from the beginning of his taxable year up to the date of his death.® 
If at the time of death he was sixty-five years of age or older, a return 
is not required unless the gross income exceeded $1,200. 

Death brings to an end the taxable year of the decedent. The final 
return covers, therefore, the income from the beginning of the taxable 
year up to and including the date of death. This final return is due at 
the time when the decedent’s return would have been due if he had 
survived.® That is, in the case of a calendar year taxpayer the return is 
due on April fifteenth of the year following the date of death. In the 
case of a decedent who had been filing on the basis of a fiscal year, the 
final return is due on the fifteenth day of the fourth month following 
the twelfth month after the beginning of the fiscal year. 

Frequently the executor will be faced with the problem of filing 
two returns, Assume that a calendar year taxpayer dies on March thirty- 








2 Int. Rev. Cope or 1954, § 6013(d) (3). 

3 Rev. Reg. § 1.6015(b)-1(c). 

4 Actually in a situation where the wife has little or no income and the 
tax to the date of death has been substantially paid, the consequences of failure 
to amend the estimate are not serious. Under the 1954 Code there is no longer 
a separate penalty for failure to pay installments of estimated tax and the only 
penalty is for substantial underestimate. The penalty is six per cent interest 
for the period of underestimate. INT. Rev. CopE oF 1954, § 6654. 

5 Int. Rev. Cope or 1954, § 6012(a), (b). 
6S Int. Rev. Cope oF 1954, § 6072(a). 
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first before filing his return for the preceding calendar year, The ex- 
ecutor will have to prepare not only the return for the short period but 
also the return for the full year prior to death. That full year return 
is due at the same time it would have been due had the decedent lived, 
namely on April fifteenth or only two weeks after death, This would 
mean that the executor must either file quickly or secure an extension of 
time.’ The return for the short period up to March thirty-first is not 
due for twelve and one-half months, i.e., not until April fifteenth of 
the next year. 

Before considering the items of income and deductions to be in- 
cluded in the final return, let us consider one other problem. Can the 
surviving spouse file a joint return with the decedent and preserve the 
tax benefits of income splitting? A joint return can be filed covering 
the decedent’s income up to the date of death and the income of the 
surviving spouse for the full year. The right to file a joint return 
exists even if both husband and wife die during the taxable year. The 
filing of a joint return is optional the same as it is if both husband and 
wife are alive at the time of filing the return.® The joint return can 
not be made if either spouse was at any time during the taxable year a 
nonresident alien. Similarly, a joint return can not be filed if the taxable 
year of either spouse is a short year because of a change of accounting 
period. A joint return likewise cannot be made if the surviving spouse 
remarries prior to the end of his or her taxable year. 

The election to make a joint return is exercised by merely filing a 
joint return. No other formality is required. If an executor or ad- 
ministrator has been appointed prior to the time for filing the return, 
the election must be made by such personal representative. If no per- 
sonal representative has been appointed prior to the time for filing the 
return of the surviving spouse, the surviving spouse may make the 
election both as to himself and as to the decedent. Such an election may, 
however, be disaffirmed by an administrator or executor who is sub- 
sequently appointed. The disaffirmance is made by filing a separate re- 
turn for the decedent within one year after the last day for filing the 
return of the surviving spouse.® 

If separate returns for the year of death or a prior year are filed, 
the executor and the surviving spouse may thereafter elect to file a joint 
return,’° 

The authority of the fiduciary to join in the filing of a joint in- 
come tax return with the surviving spouse is permissive and not manda- 
tory. There are two distinct problems in connection with the exercise of 





7 This can be done by filing a request for extension of time with the local 
district director. 
8 Int. Rev. Cope oF 1954, § 6013(a). 
9InT. Rev. Cope or 1954, § 6013(a) (3). 
10 Int. Rev. Cope oF 1954, § 6013(b). 
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the authority to file a joint return.’’ The first question is whether the 
executor or administrator is subjecting himself to possible surcharge for 
filing a joint return in the absence of specific authority in the decedent’s 
will, The second question has to do with allocation of the tax if a joint 
return is filed. 

There is some feeling that an executor should not under any cir- 
cumstances consent to the filing of a joint return with the surviving 
spouse unless it is specifically authorized by the decedent’s will. This 
view is based primarily on the fact that the liability for tax on a joint 
return is joint and several. Under these circumstances it is possible that 
the estate might by subjected to liability for additional taxes due in 
reality from the surviving spouse but where the government found it 
impracticable or undesirable to attempt to collect from the surviving 
spouse. There is also the question of possible liability for fraud penalties 
if the surviving spouse has fraudulently failed to report income on the 
joint return. The likelihood of serious liability to the estate or the ex- 
ecutor or administrator would appear, however, to be somewhat remote 
in most circumstances. The problem is sufficiently grave, however, that 
at least three states have adopted laws under which, in the absence of 
specific authority in the decedent’s will, the personal representative must 
secure court authority before joining in the filing of a joint income tax 
return with the surviving spouse, or before consenting to the splitting of 
gifts to third persons under the gift tax law.’? Ohio has no such statu- 
tory provision. 

The second question of how the tax on a joint return should be 
allocated as between the estate and the surviving spouse is probably of 
more real significance in most situations. The extent of this problem is, 
of course, one of degree. There is no problem in the situation where 
the deceased husband had all of the income and his surviving wife had 
no income. In this situation, the executor would probably be under a 
duty to join in a joint return thereby reducing tax liability of the estate 
and certainly he would be under an obligation to pay the entire tax 
shown on that return. | 

The problem of allocation arises only where both spouses have tax- 
able income. Even though the husband had been in the habit of paying 
the full tax for both himself and his wife, it would not be desirable for 
the husband’s executor to continue this practice unless the will gives him 








11 A provision similar to the filing of joint income tax returns is contained 
in the gift tax provisions of the law, Section 2513, under which a taxpayer and his 
spouse may consent to having gifts made by either to third persons treated as 
having been made one half by each. Under this provision, an executor or adminis- 
trator may consent to a gift from the surviving spouse to a third party being 
treated as having been made one half by the decedent. Rev. Reg. § 25.2513-2. The 
same problems face the executor or administrator in making the election under 
both the gift tax and income tax. 

12 ARK. STAT. § 62-2412.1 (Supp. 1957); Coro. Rev. Stat. ANN. § 152-10-19 
(1953); Int. ANN. Stat. c. 3, § 495(a) (Smith-Hurd Supp. 1958). 
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specific authority to do so, The payment of the wife’s share of the 
joint tax would in effect constitute an additional distribution to the wife 
which the executor should not assume, Certainly the only sound course 
for an executor or administrator to follow in the absence of a specific 
provision of the will to the contrary would be to pay only a pro rata 
share of the tax shown on the joint return. 

The question of what is a fair pro rata share of the joint tax may 
be a difficult one. There are two methods of apportionment which 
might be considered. The tax might be apportioned upon the basis of 
the relationship of the taxable income of the respective spouses, or the 
tax might be apportioned upon the basis of the relationship between the 
taxes which would have been paid by the respective spouses on separate 
returns, Either of these two methods would appear to be fair, but the 
regulations issued under the federal estate tax provide that, in the absence 
of evidence to the contrary, the decedent’s share which may be claimed 
as a debt on the estate tax return will be presumed to be a proportionate 
share based upon the tax which would have been shown on separate 
returns,'® 

What items of income and what deductions are to be included on 
the last return of the decedent? To answer this question, the executor 
or administrator must first ascertain what method of accounting was 
used by the decedent in filing his returns. The last return is to include 
only those items of income which the decedent would have been required 
to report up to the date of his death on the basis of accounting regularly 
used by him. Similarly, only those deductions may be claimed which 
could have been claimed by the decedent up to the date of his death 
under the method of accounting used by him. Death does not result in 
the accrual of income or deductions."* 

There is one exception to this general rule that death does not 
result in the accrual of income or expenses. This exception is provided 
by Section 213(d) of the code which deals with medical expenses. It 
provides that expenses for the medical care of the decedent which are 
paid out of his estate within the one-year period after his death are 
treated as having been paid at the time they were incurred. This means 
that in the case of a cash basis taxpayer, the medical expenses which are 
paid out of the estate within the one-year period after death may be 
claimed as a deduction on the decedent’s last return.’ 

The amount of the deduction for these medical expenses is subject 
to the general limitations on medical expenses. For example, if neither 





13 Rev. Reg. § 20.2053-6(f). A similar problem would exist as to appor- 
tionment of the gift tax liability where the executor or administrator has con- 
sented to gift splitting. 

14 nT. Rev. Cope oF 1954, § 451; Rev. Reg. § 1.451-1(b). 

15 Of course, if the decedent was one of those rare individuals on an accrual 
basis, the expense would be accrued and deducted on the last return without 
regard to Section 213(d). 
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the taxpayer nor his spouse had reached the age of sixty-five, the medical 
expenses will be deductible only to the extent that they exceed three per 
cent of the gross income shown on the return. Similarly, the deduction 
will be subject to the maximum limitations provided by Section 213. 

A rule prohibiting double deductions similar to that which is dis- 
cussed imfra’® applies in the case of medical expenses paid out of the 
estate after death. These expenses may not be claimed as a deduction 
both on the income tax return and on the federal estate tax return of 
the decedent. In order to take the deduction on the income tax return, 
a statement must be filed to the effect that the deduction has not been 
allowed on the estate tax return and waiving the right to have the 
amount claimed on the income tax return allowed as an estate tax 
deduction."* It is not altogether clear whether medical expenses paid 
after death may be split and part taken as an income tax deduction and 
part as an estate tax deduction. This would be important where the 
amount paid after death resulted in the total medical expenses exceeding 
the maximum allowable as a deduction for income tax purposes, Logi- 
cally, there is no reason why the split could not be made and a part of 
the deduction taken on the income tax return and the balance on the 
estate tax return. 

We have stated the general rule that income does not accrue by 
reason of death and is to be reported on the last return of the decedent 
in accordance with the method of accounting regularly employed by him. 
Let us look now at how these rules would be applied to specific classes 
of income. Since most individual taxpayers file their tax returns on the 
cash basis of accounting, let us consider a few examples of income of a 
cash basis taxpayer which would or would not be included on his last 
return. 

The most common situation is that of accrued but unpaid salary or 
wages. Only the wages or salary actually received by the decedent prior 
to his death would be included on his last return. Wages paid after his 
death would not be included.’* Dividends declared but unpaid on the 
date of death would npt be included in the decedent’s last return. Rent 
due but not yet received would not be included in the last return. On 
the other hand, interest coupons on a coupon bond which have matured 
but which the decedent had not yet cashed would be included since they 
should be included in the taxable period in which they mature, not in 
the period in which they are cashed. 








16 Cox, Executor’s Election To Claim Certain Deductions for Income or 
Estate Tax Purposes, 20 Onto St. L.J. 23 (1959). 

17 Int. Rev. Cope oF 1954, § 213(d) (2). 

18 Withholding of income tax on wages paid after death is not required. 
Rev. Reg. § 31.3401. Nevertheless employers frequently do withhold. There are 
several ways of correcting this error but the simplest is to attach a Form W-2 
(covering only the payments after death) to the Form 1041 and claim the tax 
withheld as a credit against the tax of the estate. Rev. Rul. 501, 1957-2 Cum. 
BULL. 849. 
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Special attention should be paid with respect to the taxability of in- 
come from a partnership. Under the provisions of the Internal Revenue 
Code death does not normally terminate the taxable year of a partner- 
ship." The law also provides that the income of a partnership is to be 
taxed to the partner in the taxable year of the partner during which the 
taxable year of the partnership ends.” This means that if both the 
decedent and the partnership of which he was a member were on the 
calendar year basis of accounting, the partnership income for the calendar 
year of death will not be included in the last return of the decedent. 
Rather it will be included in the taxable year of the estate or other 
successor in interest to the decedent’s interest in the partnership within 
which the last day of the calendar year of death fell. To be specific, 
if a calendar year taxpayer who was a member of a calendar year 
partnership died in 1958, and death did not terminate the partnership, 
the decedent’s share of partnership income for the full year 1958 would 
be reported in the taxable year of his estate which included December 31, 
1958. No part of the partnership income, not even amounts withdrawn 
by the decedent, would be included in the decedent’s last return. 

The rule with respect to partnership income can lead to some un- 
expected results. This particular problem is also discussed infra.2* Unless 
the executor is careful in selecting the fiscal year for the estate or in 
properly timing the distributions from the estate to the beneficiaries, he 
may find that he has lost the benefits of income splitting in the year of 
death. For example, if substantially all of the decedent’s income came 
from a partnership and none of that income is included in the last return, 
the benefits resulting from lower tax brackets on a joint return filed for 
the year of death may be lost. Similarly, with the bulk of the income 
(i.e., the partnership income) eliminated from the last return, the ex- 
ecutor may find himself in a situation where deductions go to waste. 
That is, the deductions and personal exemptions may exceed the small 
amount of income reportable on the last return. 

In the case of a decedent who is survived by a wife, the solution 
to the problem is to arrange for all or a part of the partnership income 
to be taxed to the surviving wife. This will permit the income to be 
included as her income on the final joint return, Taxation of the 
partnership income to the surviving spouse can be accomplished in two 
ways. One of them is by proper selection of a fiscal year for the estate 
and by proper timing of distributions from the estate. As pointed out 
infra, this route may not be open if the decedent picked the wrong time 
to die.2” The other method is open only before death and depends upon 
proper drafting of the partnership agreement. 


19 Rev. Reg. § 1.706-1(c) (3). 

20 Int. Rev. Cope or 1954, § 706(a). 
21 Williams, Picking A Fiscal Year, Timing and Nature of Distributions, 
20 Onto St. L.J. 16 (1959). 

22 Thid. 
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In the case of an unmarried taxpayer who dies while a member of 
a partnership, there is only one solution to the problem of excess de- 
ductions on the decedent’s last return. This lies in proper drafting of 
the partnership agreement. 

There are two ways in which the above problems can be treated 
in the partnership agreement. Normally, death does not terminate the 
partnership taxable year, but under the regulations it may be terminated 
as to the deceased partner if his interest is sold concurrently with his 
death.”* If the partnership agreement is so drawn that death auto- 
matically results in a sale or exchange of the entire interest of the 
deceased partner, then the partnership year wili terminate as to the 
deceased partner and his share of the partnership income will be included 
in his final return. This approach to the problem is available both as to 
the unmarried partner and the married partner. It may, however, be 
difficult to work out in a manner which is equitable to the deceased 
partner and at the same time is not too burdensome financially on the 
partnership. The reason for this difficulty is the fact that there is not a 
complete termination of the decedent’s partnership interest until the in- 
terest is fully liquidated. This prevents payment over a period of time. 

The second approach to the basic problem of income splitting or 
excess deductions in the year of death is probably a more practical one. 
Provision can be made in the partnership agreement for designation of 
a successor to the decedent’s interest in the partnership which is other 
than his estate. The partnership agreement might provide: 

The decedent’s interest in the income of the partnership shall 

be paid to his estate or to such other successor in interest as he 

shall have designated by written instrument filed with the 

partnership.”* 

The partner might then designate his wife as successor to his interest 
in the partnership. If this were done, the wife as designated successor 
in interest would report in her return the decedent’s share of the 
partnership income for the full partnership year.”° This would enable 
her to include the partnership income in the final joint return and thus 
secure the benefits of ihcome splitting. 

It is not necessary to designate a single successor to the partnership 
interest. It might be broken into two or more parts as, for example, one 
half to the wife and one half to the estate. This might be even more 
advantageous in splitting a substantial income into several taxable entities. 

Another possible solution to the handling of partnership income 
would be to allow it to be taxed to the estrte but to provide for manda- 





23 Rev. Reg. § 1.706-1(c) (3) (vi) example 2. 

24 Rev. Reg. § 1.706-1(c) (3) (ii); Rev. Reg. § 1.736-1(a) (1) (ii). 

25 There is some question as to whether such an instrument would have to 
be executed with the formality of a will. The better view would seem to be 
that it would ‘not since it is a contractual right with a third party similar to the 
designation of a beneficiary under a pension plan or insurance contract. 

26 Rev. Reg. § 1.706-1(c) (3) (iii). 
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tory distribution of income during the period of administration of the 
estate as suggested infra.?" 

Another type of income which should be given special attention is 
interest on Series E and similar government bonds issued at a discount. 
The law permits a cash basis taxpayer to elect in any year to report this 
interest on an accrual basis.2° If the election is made, all interest on all 
such bonds must be accrued up to the last day of the taxable year in 
which the election is made. If the year of death is one where the other 
income is lower than the probable income of the survivor who will re- 
ceive the bonds, it may be desirable to make the election on the decedent’s 
last return. A factor which may partially offset the benefit of the 
election and which should, therefore, be considered is possible loss of the 
deduction under Section 691(c) for estate tax attributable to income in 
respect of a decedent. This deduction is discussed below. 

What happens to the items of income and deductions which have 
accrued prior to death but are not reportable on the decedent’s last return 
because he was on a cash basis? Do they escape tax entirely? Unlike 
unrealized appreciation of capital assets,” these items of accrued but 
uncollected income do not escape tax. They are what is known as in- 
come in respect of a decedent and their tax treatment is specifically 
covered by Section 691. 

Income in respect of a decedent is taxable to the ultimate recipient 
of that income in the year in which he receives it. The person taxable on 
such income may 'be the estate or a person who receives the right to the 
income either directly or by distribution from the estate.*° In any event, 
the income will be taxed to the taxpayer who actually collects it. 

For example, if salary earned prior to death is subsequently col- 
lected by the executor, it must be reported by the estate as taxable income 
in the year it is collected. Similarly, rent accrued prior to death but 
collected by the heir to whom the real estate passed must be reported 
by the heir in the year the rent is collected. If the election as to interest 
on government bonds issued at a discount has not been made, the interest 
must be reported by the person who cashes in the bonds and collects the 
interest which had accrued prior to death. 

The tax character of income in respect of a decedent is determined 
by what its character would have been in the hands of the decedent.*? 
It will be capital gain or ordinary income to the recipient, depending 
upon whether it would have been capital gain or ordinary income if 
collected by the decedent. For example, if the decedent was a dealer in 





27 Polster, Provisions of Wills Affecting Estate Administration and Their 
Tax Consequences, 20 Onto St. L.J. 36 (1959). 

28 Int. Rev. Cope oF 1954, § 454(a). 

29 Capital assets held at death secure a new basis equal to the fair market 
value at the date of death. Int. Rev. Cope oF 1954, § 1014. 

30 Int. Rev. Cope oF 1954, § 691(a). 

31 Int. Rev. Cope or 1954, § 691 (a) (3). 
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securities or in real estate and sold property prior to his death, the profit 
(which would have been ordinary income if he had collected the sale 
price) will be taxed as ordinary income to the estate which collects the 
proceeds, even though the estate is not in the securities or real estate 
business. 

As noted above, income in respect of a decedent is normally taxable 
when the income is collected. There is an exception to this rule in the 
case of a transfer of the right to receive income.** The exception does 
not apply in the case of a transfer to a beneficiary upon a distribution 
from the estate. In all other cases, the income must be reported in the 
year in which the income right is transferred. This applies to the case of 
a gift of the income right as well as to a sale. 

In other words, the estate or the person who received the income 
right from the decedent cannot escape taxation by transferring the in- 
come right. If the right is sold, then income is realized at the time of 
sale, and the nature of the income is the same as it would have been if 
it had been collected by the decedent. Similarly, a transfer by gift re- 
sults in realization to the donor of the income in respect of a decedent. 
Thus, a high bracket taxpayer cannot transfer an item of income to his 
low bracket child, for example, by a gift. 

The rules with respect to income in respect of a decedent apply to 
installment obligations owned by the decedent at the time of his death. 
Assume, for example, that the decedent had sold real estate and elected 
to report the profit on the installment basis, as deferred payments on the 
purchase price were collected. As these installment obligations are col- 
lected (or transferred), the profit portion of each installment will be 
taxed as income to the recipient in the same manner in which it would 
have been taxed to the decedent. 

The rules relating to income in respect of a decedent are not all 
one-sided. They also apply to certain deductions and credits.** Business 
expenses, non-business expenses, interest, taxes and depletion which ac- 
crued prior to death but which were not deductible in the decedent’s 
last return under his method of accounting, may be deducted by the 
estate or beneficiary when paid. The same is true of the foreign tax 
credit. The deduction for depletion is to be taken by the person who 
receives the income to which the depletion relates. The other categories 
of deductions mentioned above are to be taken by the estate unless the 
estate is not liable to discharge the obligation to which the deduction 
relates. In such a case, the deduction is to be taken by the person who 
receives the property subject to the obligation. For example, unpaid real 
estate taxes which are a lien against the property at the time of death 
are to be taken as a deduction by the devisee of the real estate when the 
taxes are paid. 





32 Int. Rev. Cope oF 1954, § 691(a) (2). 
33 InT. Rev. Cone oF 1954, § 691(b). 
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The prohibition against double deductions (income tax and estate 
tax) which is discussed infra** does not apply to deductions covered by 
Section 691(b). For example, the real estate taxes mentioned above 
could be claimed both as a deduction for estate tax purposes as a lien 
against the real estate and also as a deduction for income tax purposes. 
Similarly, accrued but unpaid business expenses can be claimed as de- 
ductions under both the estate tax and income tax. 

Because items of income in respect of a decedent may be taxed 
twice (7.¢., as an asset of the estate for estate tax purposes and as income 
for income tax purposes), it is possible for the two taxes to aggregate 
more than 100 per cent of the amount in question, To offset this in- 
equity, a special deduction is given.** The deduction is permitted on the 
income tax return and is taken in the same year in which the income is 
reported. The amount of the deduction allowed is equal to the estate 
tax attributable to the item of income which is included in gross income. 

The method of calculating the Section 691(c) deduction is some- 
what complicated. The only way to fully understand the calculation is 
to work one through. The first step is to determine the net amount of 
all of the items of income and deductions in respect of a decedent which 
are included on the federal estate tax return. The estate tax is then 
recalculated on the basis of excluding the net amount of the Section 691 
income and deductions from the gross estate. The difference between 
the actual federal estate tax and the amount thus computed is the total 
of the deduction to be allowed under Section 691(c) to all recipients of 
income in respect of a decedent for all years in which such income is 
received. The total deduction is then prorated among taxpayers and tax 
years in the ratio which the income in respect of a decedent included on 
the particular return bears to the total income in respect of a decedent, 
ignoring for this purpose any deductions covered by Section 691(b). 

In the case of an estate or trust which receives income in respect of 
a decedent and which makes distributions to its beneficiaries, each bene- 
ficiary is entitled to a share of the special deduction for estate tax at- 
tributable to income in respect of a decedent. The Commissioner has 
ruled that the deduction passes on through the estate to the persons ulti- 
mately having beneficial enjoyment of the income. For purposes of 
allocating the Section 691(c) deduction, items of income in respect of 
decedent which are distributed by the estate are treated as having been 
received directly by the beneficiaries. 

A special rule applies in the case of survivor annuitants under a 
joint and survivorship annuity. Since the annuity exclusion under Section 
72 continues to the survivor, it is only the excess over the exclusion which 
is subject to both the estate tax and income tax. The value of this 
excess is based upon the survivor’s life expectancy. Therefore the special 





34 Cox, supra note 16. 
35 Int. Rev. Cope or 1954, § 691(c). 
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Section 691(c) deduction is related to the excess which is included in 
income during the survivor’s life expectancy. 

Even though not accrued prior to death, amounts paid in liquidation 
of a partnership interest which are taxable as income under Section 736 
are treated as income in respect of a decedent.*® Such partnership in- 
come must be included in the calculation and allocation of the special 
deduction. The recipient of distributions from a partnership which are 
taxable as income is entitled to his share of the special Section 691(c) 
deduction. 

A rule similar to that contained in Section 691(c) is found in 
Section 421(d)(6)(B) dealing with restricted stock options. If the 
value of a restricted stock option is included in the gross estate, the estate 
is entitled to an income tax deduction for the estate tax attributable to 
the inclusion of the value of the option in the gross estate. 

The deductions under Sections 691(c) and 421(d)(6)(B) are 
frequently overlooked. The federal estate tax return is not due until 
fifteen months after death. Because of the option given to value assets 
as of the anniversary of death,*” the return is usually not filed until at 
least twelve months after death. Under these circumstances, it often is 
not possible to compute the amount of the special deduction at the time 
the income tax return which includes the item of income is filed. Thus, 
it is necessary either to estimate the deduction or to wait and file a claim 
for refund, Neither alternative is particularly satisfactory. This is par- 
ticularly true in situations where the only item of Section 691 income 
is a small amount of accrued dividends. Often it is better to ignore the 
smal] deduction rather than reopen an otherwise complicated return by 
the filing of a refund claim. 

In the case of accrued interest on government bonds which may 
not be cashed for several years by the surviving joint owner, the special 
deduction is forgotten more frequently than not. 

Even where it is possible to compute the special deduction at the 
time of filing the income tax return, the deduction may be subject to 
change upon audit of the federal estate tax return. This will often occur 
two or three years aftér the estate tax return was filed. It may even 
occur after the period of limitations has expired on the income tax return 
in which the deduction was claimed.** If the amount is significant, ap- 
propriate steps should be taken to keep the income year open so that the 
increased deduction can be claimed. On the other hand, if the amount 
is not significant a beneficiary, for example, may not want to subject 
his entire return to audit by filing a claim for refund when the amount 
of the special deduction is finally determined. 

Thus far we have covered primarily income arising prior to death 








36 Inv. Rev. Cove oF 1954, § 753. 

37 INT. Rev. Cope or 1954, § 2032. 

38 This is not one of the circumstances covered in Section 1312 relating to 
mitigation of the period of limitations. 
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whether it is reportable on the decedent’s last return or on a subsequent 
return as income in respect of a decedent. We turn now briefly to in- 
come which arises subsequent to death during the period of adminis- 
tration of the estate. 

An estate is a taxable entity.®* It is entitled to a personal exemption 
of $600.*° In general the income and deductions are computed in the 
same manner as for an individual** except that an estate cannot claim a 
standard deduction,** and the estate is granted an unlimited charitable 
deduction for amounts which, pursuant to the governing instrument, are 
paid or permanently set aside for charitable purposes.** 

The major differences between the taxation of an estate and of an 
individual lie in the fact that the estate is entitled to a deduction for 
(1) amounts of income for its taxable year which are required to be dis- 
tributed and (2) any other amounts properly paid or credited or required 
to be distributed for such taxable year.** The amount of deduction can- 
not exceed the distributable income for the current year. The amounts 
which are deductible by the estate under this provision are taxed to the 
beneficiaries.*® 

The above provisions as to deduction by an estate or trust of dis- 
tributions is what is known as the “two tier rule.”** Amounts of income 
required to be distributed are in the “first tier” and are deductible 
whether or not they are actually distributed. Under the concept adopted 
in the 1954 Code, the current income is first reduced by amounts in the 
first tier. Any other distributions properly made during the years are 
then deducted to the extent of the balance of the current year’s income. 
These are so-called “second tier” distributions. It is to be noted that 
second tier distributions do not have to be distributions of income in the 
probate sense and what may be considered as a residuary distribution of 
principal from the probate standpoint may be a second tier distribution 
of income for tax purposes. This can cause considerable tax difficulty if 
the executor is not fully aware of what he is doing. 

Gifts or bequests of specific property and gifts or bequests of a 
specific sum of money which is paid all at once or in not more than three 
installments are not considered a second tier distribution of income.‘ 
If, however, the amount can only be paid from income it is a second 
tier distribution. 

The year’s allowance paid to a widow under Ohio law is not 





39 Int. Rev. Cope oF 1954, § 641. 

40 Int. Rev. Cope or 1954, § 642(b). 

41 Int. Rev. Cope oF 1954, § 641(b). 

42 Int. Rev. Cope or 1954, § 142(b) (4). 
43 Int. Rev. Cope oF 1954, § 642(c). 

44 Int. Rev. Cone or 1954, § 661(a). 

45 Int. Rev. Cope oF 1954, § 662(a). 

46 Polster, supra note 27, at 48. 

47InT. Rev. Cope oF 1954, § 663(a) (1). 
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treated as a distribution which is taxable to the widow as income. The 
regulations issued by the Commissioner specifically provide that an allow- 
ance such as the widow’s allowance is not treated as a distribution of in- 
come in either the first or second tier unless under local law it is payable 
out of or chargeable to income.** Since under Ohio law the year’s allow- 
ance to the widow is chargeable to principal, it is not taxed to the widow 
as a distribution of income. 

Similarly in the case of an Ohio estate, real estate will not be con- 
sidered as a distribution taxable as income to the heir or devisee, since 
under Ohio law it passes directly from the decedent to the heir or devisee, 
and under the regulations it is not, therefore, to be considered income 
which is required to be distributed or an amount which is paid or credited 
to a beneficiary.*® 

Second tier distributions deductible by the estate and taxable to the 
beneficiaries as income may, however, include property distributed in 
kind.” This is true only if the property is not specifically bequeathed 
and is distributed in satisfaction of a residuary bequest since specific be- 
quests come under the exception noted above which is provided in 
Section 663(a). In the case of a distribution in kind which is treated 
as a second tier distribution, the amount deductible and the amount to 
be included in income by the beneficiary is the fair market value at the 
time of distribution.* 

Amounts which are deductible by the estate as amounts of income 
required to be distributed (first tier) and other amounts properly paid 
or credited to a beneficiary during the taxable year (second tier) are 
required to be included in income by the beneficiary. Unless the will 
specifically provides otherwise, each beneficiary will be considered as 
having received his proportionate share of each class of income received 
by the estate.” If the estate has income from dividends, taxable interest, 
and tax-free interest, for example, each beneficiary to whom distribution 
is made will report a share of the dividends and the taxable interest and 
will be considered as having received a share of the tax-exempt interest 
unless the will specifically provides otherwise. In the absence of specific 
authority, the tax free interest cannot be treated as having been dis- 
tributed to one beneficiary (who might, for example, be in a high tax 
bracket) and the taxable income to the others (who might be in lower 
tax brackets). 

Income which is required to be distributed is to be reported by the 
beneficiary during his taxable year with or within which the taxable year 
of the estate ends.” If both the estate and the beneficiary report on the 





48 Rev. Reg. § 1.661(a)-2(e). 
49 Rev. Reg. § 1.661(a)-2(e). 
50 Rev. Reg. § 1.661(a)-2(c). 
51 Rev. Reg. § 1.661(a)-2(f). 
52 Int. Rev. Cope oF 1954, § 661(b). 
53 Int. Rev. Cope oF 1954, § 662(c). 
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calendar year basis, income distributable to the beneficiary will be taxed 
to him in the year it is received by the estate, even though not actually 
distributed. On the other hand, if the beneficiary reports on a calendar 
year and the estate uses a fiscal year ending January thirty-first, the 
beneficiary will not report income received by the estate during its fiscal 
year ended January 31, 1959, for example, until his return for the 
calendar year 1959. This is true, even though the income is actually 
received by the estate and in turn distributed to the beneficiary during 
1958. 

Income which is not required to be distributed is deductible by the 
estate and taxable to the beneficiary only if it is actually distributed within 
the taxable year of the estate. It is taxable to the beneficiary in his taxable 
year during which the taxable year of the estate ends. Thus, if a bene- 
ficiary used the calendar year and the estate used a fiscal year ending 
January thirty-first, income actually distributed in July of 1958, for 
example, would not be reported by the beneficiary until 1959. 

In the case of an estate, income in excess of the current income 
of the estate which is distributed to a beneficiary is not taxed to the 
beneficiary.* Once the estate has paid tax on income, it may be distributed 
in a later year to beneficiaries free of tax. This is true, however, only 
where there is an excess distribution during a particular year since all 
distributions are considered to be distributions of income for the current 
year to the extent of the income for the current year. From the fore- 
going it is apparent that the timing and extent of distributions may 
determine the rate at which the income is taxed. This subject is treated 
infra,.”° : 

This article has summarized briefly the problems which will be faced 
by an executor or administrator and the general rules by which he should 
be guided in preparing the final return of the decedent and in pre- 
paring and filing his own fiduciary income tax return, It has been 
possible to state only the general rules and to note some areas in which 
caution must be exercised. Some of the specific problems will be treated 
in more detail infra. 





54 See Sections 665-68 for the treatment of certain excess distributions from 
trusts. 
55 Williams, supra note 21. 















PICKING A FISCAL YEAR, TIMING AND 
NATURE OF DISTRIBUTIONS 


Epwin D. WILLIAMs* 


It is hardly news that one of the principal duties of an attorney 
advising an executor is to work out a plan that will produce the most 
favorable tax results for the estate and the beneficiaries. The Internal 
Revenue Code permits a number of alternatives that must be examined 
and weighed. This means, as a practical matter, making a great many 
computations. Only by doing the arithmetic is it possible in many cases 
to determine what is the best course to follow. Many times it seems we 
march up the hill only to march down again. What may seem desirable 
from one viewpoint will be bad from another. Nevertheless, all of the 
alternatives must be weighed to determine the course which is best from 
the standpoint of both the estate and all of the beneficiaries. 

This article will note some of the opportunities which are avail- 
able for minimizing taxes and which are often overlooked. These 
opportunities arise through the proper selection of a fiscal year for the 
estate and the proper timing of distributions made from the estate. 

Through proper use of the alternatives permitted by the code, it is 
possible to control to some extent the year of reporting income and the 
year of taking deductions. In this way the overall tax burden of the 
estate and of the beneficiaries can be reduced, thereby leaving more of 
the income for ultimate enjoyment by the beneficiaries. There are a 
number of opportunities to control not only the amount of tax but 
also the time when it will become due, and, of course, postponement of 
the time for paying taxes means that the beneficiaries will enjoy the 
income from the property which has to be used for the payment of 
taxes for a longer period, 

The first of these opportunities arises out of the fact that the 
estate is a new taxpayer and can elect a tax year of its choosing. The 
tax year can be a calendar year or it can be a fiscal year ending on the 
last day of some month other than December. In any event, the first 
tax year cannot cover a period of more than twelve months, and it must 
end on the last day of a month. Section 441(b)(3) brings within the 
definition of “taxable year” a period of less than twelve months if the 
return is made for such a short period. Section 443(a)(2) authorizes 
a return for a short period, i.e., one of less than twelve months “when 
the taxpayer is in existence during only part of what would otherwise 
be his taxable year.” 


The first factor to be considered by the executor or administrator 
in selecting a taxable year is whether there is any advantage to be 
gained by making the first year, and possibly the last year, short taxable 








* Member of the Ohio Bar. 
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years. This may result in less income being included in those periods 
and this may have distinct advantage in our system of graduated tax 
rates. In other words, by picking a short year with less income, that 
income will be subject to lower rates than would be the case if a full 
twelve-month year were used during which greater income would be 
received and subjected to higher tax rates. This will be particularly 
true where it is anticipated that the bulk of the income to be received 
during the period of administration of the estate will be received during 
the months immediately following death. The advantage lies in splitting 
the income between two or more tax periods. 

Similarly, it may be advantageous to have a short year at the 
time of termination of the estate, again reducing the top bracket rate 
to which the income is subject. Another possible advantage to a short 
year at the close of the estate lies in the fact that Section 642(h) of 
the code permits excess deduction in the year of termination of an 
estate to be taken by the beneficiaries on their individual returns. If 
the beneficiaries happen to be in higher tax brackets than the estate, 
it will be advantageous to put as many of the deductions as possible 
into the last tax year of the estate, thereby enabling the beneficiaries 
to take advantage of those deductions on their individual returns. 

The executor must bear in mind the fact that amounts distributed 
to beneficiaries will reduce the taxable income of the estate. He should 
also remember that in the case of property which is not specifically 
bequeathed, a deduction to the estate and income to the beneficiary 
may result from a distribution in kind. 

The ideal arrangement for minimizing taxes of the estate and 
all of its beneficiaries would be to create, through properly timed 
distributions, a situation in which the tax brackets of the estate and the 
beneficiaries are the same. This can be accomplished where the estate is 
in a relatively high bracket before distributions and the beneficiaries are 
in lower brackets. 

It frequently happens that an executor cannot make distributions 
to the beneficiaries in the calendar year of death without a risk that may 
not be justifiable. This is due to the fact that, in Ohio, he must wait 
until six months have expired after the probate of the will to be certain 
that there will be no will contest. Only by analyzing the situation of 
the particular estate will it be possible to determine whether there 
would be any great risk involved from a probate standpoint in making 
a distribution during the calendar year of death. If there is any great 
risk in making such a distribution, the executor or administrator may 
be well advised to select a fiscal year ending more than six months 
after the probate of the will. This will enable him to make distributions 
during the first tax year of the estate, thereby reducing the tax bracket 
to which the income of the estate is subjected. 

Where the decedent was the member of a partnership, it is par- 
ticularly important to use care in selecting the fiscal year of the estate. 
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The decedent’s share of the partnership income will probably be taxed 
to the estate rather than to the decedent. This being the case, it probably 
will be desirable for the estate to be in a position to distribute a part 
or all of the partnership income to the beneficiaries during the first 
taxable year of the estate. In this connection it should be noted that 
the estate is not subject to the usual limitation against selection of a 
taxable year different than that of the partnership.’ 

Selection of the proper fiscal year for the estate will permit some 
control over the year in which the partnership income is to be taxed. 
It will also make it possible to determine whether the estate or the 
beneficiaries will pay the tax on the partnership income. If there is a 
surviving spouse and the partnership agreement has not been drawn so 
as to permit her to receive directly the partnership income, it may be 
desirable to select a fiscal year for the estate which ends concurrently 
with the partnership year at the end of the calendar year of death and 
to make a distribution to the surviving spouse even though the six 
month period for the filing of a will contest case has not yet elapsed. 
Under these circumstances a distribution may preserve the benefits of 
income splitting.” 

The selection of a taxable year for the estate is important for two 
reasons; not only will it permit a leveling of income within tax periods 
of the estate, but it will also determine when the beneficiary must 
include in his income distributions from the estate. Section 662(c) of 
the code contains the rules as to when a beneficiary must include in his 
income distributions from an estate. The beneficiary must report the 
income during his taxable year within which the tax year of the estate 
ends. If, for example, the beneficiary and the estate both use the 
calendar year, 1958 distributions from the estate will be included in the 
1958 return of the beneficiary. On the other hand, if the estate and 
the beneficiary have different taxable years, the beneficiary will report 
the distributions from the estate in his return for the year during which 
the fiscal year of the estate ends. This is true even as to income which 
may have been actually distributed to the beneficiary during his prior 
taxable year. 

One further factor should be borne in mind in selecting the 
taxable year of an estate. This is the distinction which is drawn in 
Section 661 of the code between income which is required to be dis- 
tributed and other amounts which are properly paid or credited to a 
beneficiary during the taxable year of the estate, This distinction is dis- 


1 Rev. Reg. § 1.706-1(c)(3) example 1. The national office of the Internal 
Revenue Service has indicated informally that it will permit an estate to select 
a fiscal year different from that of the partnership of which the decedent was a 
member. 

2 Dye, Tax Problems in the Administration of an Estate, 20 Onto St. L.J. 
1, 7 (1959). 
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cussed in detail elsewhere.* In this article it will be assumed that the situ- 

ation is the usual one found in an estate where there is no requirement of 

distribution of income and al] distributions are discretionary. It is only 

in connection with discretionary distributions that the executor is in a 

position to make substantial savings in taxes by proper timing of the dis- 

tributions from the estate. In the case of mandatory distributions of in- 

come, there is no choice as to the fact that the income will be taxed to 

the beneficiary rather than to the estate and the only opportunity for tax 

: saving lies in choice of the fiscal period for the estate which will result in 
the income being taxed to a beneficiary at the most advantageous time. 

Termination of the administration of the estate cannot be unduly 

delayed merely to secure the tax benefits inherent in having another 

taxable entity. The regulations state that the period of administration 

is the period actually required by the executor or administrator to perform 

the ordinary duties of administration, such as the collection of assets 

and the payment of debts, taxes, legacies and bequests.* An estate is 

considered terminated when all the assets have been distributed except 

a reasonable amount set aside for unascertained or contingent liabilities 

and expenses. Termination of the estate closes its taxable year. Where the 

estate is using a fiscal year, the early termination may have undesirable 


ussite aia 


ine 





5 results. It may, for example, result in as much as twenty-three months’ 
‘ income being taxed in one calendar year of the beneficiary. If an estate 
a is using a January thirty-first fiscal year and terminates, for illustration, 





i in December of 1959, there will be taxed in the 1959 return of the 
: beneficiary the distributions during the fiscal year ended January 31, 
1959, plus the distributions in the final year ending in December, 1959. 

While the termination cannot be unduly delayed, wherever possible 
the executor should avoid having more than twelve months’ distri- 
butions taxed to the beneficiaries in one year. If at all possible the 
estate should be closed at such time as will bring the final distribution 
of income into another tax year of the beneficiary, On the other hand, 
if the final year of the estate is one of excess deductions which can be 
claimed by the beneficiaries under Section 642(h)(2), the estate should , 
be closed at a time when the beneficiaries can realize the maximum 
benefit from those excess deductions. 

With the foregoing basic rules in mind, let us turn now to an 
example which will illustrate how savings in the overall tax burden of 
the estate and its beneficiaries can be made by proper selection of a fiscal 
year and proper timing of distributions from the estate to the benefi- 


















ciaries. 
For our example let us use the case of Atlee Doolittle who was 
a member of the law firm of Doolittle and Waite. Atlee died on 













3 Dye, supra note 2. See also Polster, Provisions of Wills Affecting Estate 
Administration and Their Tax Consequences, 20 Onto St. L.J. 36 (1959). 


4 Rev. Reg. § 1.641(b)-3(a). 
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September 1, 1957. He was survived by a wife, a son aged twenty-two, 
and a daughter, fifteen. He left a will leaving one half of his estate 
to his wife and the other half in equal shares to his son and daughter. 
To simplify the example, we will assume that the only income of the 
estate or the beneficiaries other than the partnership income is $2,000 
per year received by his widow and $5,000 per year earned by the 
unmarried son. The income from the partnership was $18,000 in the 
year of death, of which $4,000 had been drawn by Atlee prior to his 
death. The partnership is on a calendar year, and under the agreement, 
Doolittle’s estate receives $8,000 of income for each of the calendar 
years 1958 and 1959. For simplicity, a standard deduction is assumed. 

First, let us see what happens if the executor selects a calendar 
year for the estate and makes no distributions of income during admini- 
stration which continues until 1960. 

In the last return of the decedent which is a joint return with the 
wife, the only income is her income of $2,000 due to the fact that 
the partnership income will not be included in that return, There would 
be no tax on this return since the three exemptions and the standard 
deduction equal the taxable income. The tax of the son would be $813 
on his salary. The executor would report the partnership income of 
$18,000 which includes the amount drawn before death. The only 
deduction would be a single exemption of $600, leaving taxable income 
of $17,400 on which the tax would be $5,900. This makes a total tax 
for the family of $6,713 on income of $25,000. 

In 1958, the widow’s tax on her $2,000 with the daughter as a 
dependent would be $118. The son’s tax would be the same $813. The 
estate would pay tax on $7,400 ($8,000 partnership income less the 
$600 exemption). Its tax would be $1,780, making the total tax for 
the family $2,711 on an income of $15,000. The tax in the third year 
would be the same. In 1960, only Mrs. Doolittle and the son would 
pay tax. Their combined tax would be $931, making the tax of the 
family and the estate for the four years a total of $13,066. 

Now, let us assume that in the second two years the executor is 
able to make appropriate distributions to the beneficiaries, but is unable 
(perhaps because the partnership income is not actually paid to the 
estate until after the close of its year) to make any distributions in the 
first year. The distributions are $2,000 to the widow each year and 
$1,000 each year to each of the children. 

The tax in the year of death will be the same, namely $6,713. In 
1958 and 1959, the widow will now have gross income of $4,000. She 
is classed as a surviving spouse under the code and will therefore pay 
a tax of $476. Even though the daughter has income of more than $600, 
she is still a dependent under Section 151(e) thereby entitling her 
mother to qualify as a surviving spouse. The daughter’s tax will be $58 
and the son’s tax $1,048. The estate will have taxable income of $3,400 
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($8,000 less distributions of $4,000 and the exemption of $600) on 
which it will pay a tax of $708. This makes the total tax for the family 
$2,290 for each of the years 1958 and 1959. For 1960, the tax of the 
family will be the same as in the first example, $931. This makes a 
total tax for the four years of $12,224, or a savings of more than 
$800 over the amount which would have been due without the distri- 
butions. 

For our third example, let us assume that the estate adopts a fiscal 
year ending March thirty-first and prior to the end of its first fiscal year 
distributes $12,000 to the beneficiaries, $6,000 to Mrs. Doolittle and 
$3,000 to each of the children. Prior to the end of its fiscal year ending 
in 1959, the estate distributes $2,000 to Mrs. Doolittle and $1,000 to 
each of the children. The same is done after December 31, 1959, and 
the estate is finally closed in 1960. 

In 1957 the estate would pay no tax. There would be no tax on 
the joint return, and the daughter would pay no tax. Only the son 
would pay a tax which would be $813. 

In 1958 Mrs. Doolittle would have gross income of $8,000 (her 
own $2,000 plus the $6,000 distributed during the fiscal year of the 
estate which ends within the calendar year 1959) and as a surviving 
spouse would pay a tax of $1,240. The son’s tax on his salary and the 
$3,000 from the estate would be $1,540 and the daughter’s tax $420. 
Finally, the estate would have taxable income of $5,400 ($18,000 
less $12,000 distribution and $600 exemption) on which it would pay 
a tax of $1,204. This makes a family tax of $4,404. 

In 1959 the tax of the three members of the family and the estate 
would be $2,322, and in 1960, since Mrs. Doolittle now qualifies only 
as head of a household, it would be $2,325. This makes a total tax for 
the four years of $9,864. 

The income during the four years was identical in the three 
examples, yet the aggregate tax of the entire family and the estate 
was reduced from $13,066 in the first example to $9,864 in the third, 
a savings of nearly twenty-five per cent. Actually, even greater 
savings might have been realized if the executor had felt that it was 
possible to make distributions to the widow and daughter while retaining 
the son’s share of the income. In any event, this simple illustration shows 


clearly how it is possible to reduce substantially the overall burden of 
taxes by proper selection of a fiscal year and by using care in determining 
the amount and time of distributions from the estate. 


One further comment on Mr. Doolittle’s case. If he had owned 
Series E or similar government bonds, the year of death would have 
been an excellent year in which to make the election to report the accum- 
ulated interest on those bonds as provided in Section 454(a), since the 
joint return for the year of death was one of very low income. 


It should also be noted that in the above example there was no 
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great tax cost involved in the inability to get a part of the partnership 
income taxed on the last joint return, since the widow qualified as a 
surviving spouse under Section 2 in the next two succeeding years. If 
the widow had not so qualified by reason of having a dependent minor 
child, it would have been most important to find some way in which a 
part of the partnership income could have been included on the final 
joint return. 

One conclusion, at least, seems certain, The benefits and disadvan- 
tages which may result from the selection of a fiscal year, the proper 
timing of distributions and payment of deductible expenses and the 
timing of the closing of the estate can be ascertained only by generous 
use of arithmetic. 
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EXECUTOR’S ELECTION TO CLAIM CERTAIN 
DEDUCTIONS FOR INCOME OR ESTATE 
TAX PURPOSES 


FREDERICK K. Cox* 


The executor’ of an estate subject to federal estate tax is often in 
a position to reduce the overall burden of federal taxes, income and 
estate, borne by the estate and its beneficiaries. 

The executor of a smaller estate, not subject to the federal estate 
tax, sometimes has a comparable opportunity to reduce the burden on the 
estate or family of the income tax alone. 

The opportunity, and the special problems it may carry with it, 
flow from a combination of: 

1. the fact that, although federal estate and income taxes are 
completely different concepts of taxation, one expenditure may well 
meet the standards of deductibility of both taxes; and 

2. the rule that the executor, with respect to his expenses 
of administration, must in such case elect where he will ultimately 
take his deduction. 

The taxable income of an estate is in general taxed in the same 
manner as that of an individual.? Thus an executor is entitled to deduct 
expenses incurred for the production or collection of income, for the 
management or care of income property, as well as expenses of tax 
determination.* However, for estate tax purposes, expenses in those classes, 
when properly incurred by an executor, also usually constitute deductible 
administration expenses.* 

Congress, however, has said, in effect, that the executor is entitled 
to the benefit of the deduction of such an administration expense for the 
estate’s income tax or for the estate tax, but not both.® The 1954 Code 
labels this rule as a “Disallowance of Double Deductions.” ‘This is a 
convenient tag, but hardly accurate, since the two deductions dealt with 
are authorized under two separate taxes. 





* Of The Cleveland Trust Company; member of the Ohio Bar. 

1 The term “executor” is used in the broad sense of the definition thereof 
in Int. Rev. Cope oF 1954, § 2203, to include administrator or other personal 
representative. 

2 Int. Rev. Cone or 1954, § 641. 

3 Int. Rev. Cope or 1954, § 212. Regulations provide: “Reasonable amounts 
paid or incurred by the fiduciary of an estate or trust on account of administration 
expenses, including fiduciaries’ fees and expenses of litigation, which are ordinary 
and necessary in connection with the performance of the duties of administration 
are deductible under section 212, notwithstanding that the estate or trust is not 
engaged in a trade or business, except to the extent that such expenses are allocable 
to the production or collection of tax-exempt income.” Rev. Reg. § 1.212-1(i). 

4 Int. Rev. Cope oF 1954, § 2053. 

5 Int. Rev. Cope oF 1954, § 642(g). 
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This election, forced on the executor by the double deduction 
disallowance, was not new with the 1954 Code.® However, the tax 
saving opportunities it offers and the administrative problems it may 
create, are now receiving increasing attention.” 

In this discussion we will look at the three major questions to be 
considered by an executor in exercising his election; but the executor 
has a preliminary determination to make. Although an expense may tent- 
atively appear to meet the deduction standards of both the estate income 
and estate taxes, those standards are by no means the same. Thus, the 
executor’s election may be determined by comparative firmness of de- 
ductibility rather than comparative tax rates. Clearly, a deduction sup- 
portable at ten per cent may be a wiser election than one debatable at 
twenty per cent. 

Specifically, what sort of expenses are apt to be the subject of the 
executor’s election? There is a letter, printed, but not published by the 
Service, discussing many of them.® Its unofficial status makes it non- 
authoritative, but it serves as a useful collation. The letter lists the 
following as being administration expenses in the estate tax sense, which 
may also meet estate income tax standards of deductibility: 


1. executor’s commissions charged in one sum for services in 
assembling and collecting estate assets, paying debts and 
claims, making estate and inheritance tax returns and cur- 


rent income tax returns and handling the same with the 
tax examiners, distributing estate assets to devisees and 
legatees and conserving the estate during the period of 
administration (the duties, services and _ responsibilities 
usually covered by “executor’s commissions”) ; 

attorneys’ fees for service in connection with the above 
matters ; 

accountants’ fees for services in connection with the above 
matters; 

annual premium on executor’s fidelity bond; 

compensation paid to a custodian or caretaker of estate 
property during period of administration; 

fees paid to the probate court for probating will and partial 
settlements and final settlement of executor; 





6 The source of Section 642(g) is Int. Rev. Cope oF 1939, § 162(e). 

7For a recent law review article containing a comprehensive discussion 
of the executor’s election, including consideration of suggested changes in the 
existing estate income tax, and presenting a proposal for revision, see Gradwohl, 
Current Issues in Probate Estate Income Tax Allocation, 37 Nes. L. Rev. 329 
(1958). For report of institute proceedings see Randall, Consequences of Execu- 
tor’s Elections as to Administrative Expenses, N.Y.U. 15TH Inst. ON Fep. Tax 
1011 (1957). For discussion of several probate income tax problems, see Miller, 
Federal Income Tax Problems in Probate Practice, 43 Iowa L. Rev. 337 (1958). 

8Letter signed Lester W. Utter, Chief, Individual Income Tax Branch, 
May 24, 1954, 7 P-H 1954 Fep. Tax Serv. § 76,782. 
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appraisers’ fee for appraising estate assets for death tax 
returns; 
traveling expenses in connection with assembling or col- 
lecting estate assets, paying debts, protests or suits on estate 
and inheritance taxes, distribution of assets to legatees and 
devisees. 


A list such as the above only suggests the more common expenses 
which may meet both estate tax and estate income tax deduction standards. 
Any disbursement or cost incurred by an executor should be submitted to 
the deduction tests of both income and estate taxes.® As an example, the 
Service has recently ruled that the executor may include in deductible 
administration expenses, for estate tax purposes, expenses incurred in 
caring for and feeding cattle held for sale.’° Such expenses would also 
constitute a deduction under Section 212 as expenditures incurred in the 
maintenance of property held for production of income, since income in 
this context includes gains from the disposition of property.” 


What about expenses incurred in selling estate property? If an 
executor sells stock held in the estate in order to pay taxes, and a capital 
gain is recognized by the estate, a broker’s commission on the sale would 
be an expense of administration for estate tax purposes;'? at the same 


time, such a commission would constitute an offset against the sale price 
in determining capital gain on the sale.’* The Service has ruled,’* how- 


ever, that expenses of sale of estate property are subject to the operation 
of Section 642(g), holding that such expenses may not be used as an 
offset against the sale price in determining gain or loss where they have 
already been allowed as a federal estate tax deduction. Although this 
ruling may be within the spirit of Section 642(g), it does violence to its 





® There is an interplay between Section 2054 and Section 165(c)(3) analo- 
gous to that between Section 2053 and Section 212. Election is required by 
Section 642(g) with respect to losses arising from fire, storm, shipwreck or other 
casualty, or from theft, not compensated for by insurance. However, “A special 
rule apparently applies in the case of casualty losses since the basic provision 
allowing a deduction for such losses specifically denies an income tax deduction 
if the casualty losses have been claimed on the estate tax return.” 6 MERTENS, 
FEDERAL INCOME TAXATION § 36.101 (1957). But note that the Proposed Regula- 
tions under the 1954 Code, while containing the following sentence: “No loss 
described in this subdivision shali be allowed, if at the time the return is filed, 
such loss has been claimed for estate tax purposes in the estate tax return,” 
appear to contemplate allowance of the income tax deduction if it is established 
that the loss has not been allowed under Section 2054, and provided a waiver 
is filed. § 1.165-3(a) (7) (iii), 21 Feo. Rec. 4925 (1956). 

10 Rey. Rul. 58-436, 1958 INT. Rev. BuLL. No. 35, at 8. 

11 Rev. Reg. § 1.212-1(a) (2) (b). 

12 Rev. Reg. § 20.2053-3(d). 

13 Rev. Reg. § 1.263(a)-2(e). 

14 Rey. Rul. 43, 1956-1 Cum. BuLt. 210. 
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terms since it is difficult to see how a sale price offset can be called a 
deduction. The ruling has been vigorously criticized.’ 

Expenses allowable as deductions in connection with income in 
respect of decedents are specifically exempted by Section 642(g), and 
hence, not subject to the disallowance of double deduction. If we net 
out the negatives here, we may say that such expenses are both estate and 
income tax deductions if they meet the standards for deductibility under 
both. 

After the executor has determined what expenses are supportable 
deductions under both estate income and estate taxes and are therefore 
subject to his election, he faces these questions: 

First, the mechanics of exercising and preserving his right, 

Second, the tax dollar effects of the alternatives, and 

Third, the effects those alternatives may have on the distribution of 
estate income and corpus and the shifting of tax benefits and burdens 
among beneficiaries. 


MECHANICS OF THE ELECTION 


The Congress and the Service are quite liberal as to both the time 
and the technique of the executor’s election. To claim an income tax 
deduction, the executor files a statement in duplicate first, that any item 
of administration expense claimed as an income tax deduction has not 
been allowed as a deduction from the gross estate under Section 2053, 
and, second, that all rights are waived to have such item allowed at any 
time as a Section 2053 deduction. The earliest permissible filing of such 
statement is with the related income tax return; the latest is just prior to 
the expiration of the statutory period of limitation on the related income 
tax return.'® To claim an estate tax deduction, the executor refrains 
from filing a statement with or related to the income tax return and 
claims the deduction in the estate tax return.” 

It is apparent from the regulations that the executor can claim the 
same expense as a deduction on both estate and income tax returns, 
despite the fact that Congress prohibits a double deduction.'"* To do so, 
he simply claims deduttions on both returns and refrains from filing a 


15 Pincus, Expenses of Sale by Estates, 95 Trusts & Estates 1004 (1956) ; 
Sutter, Income Taxation of Estates, 95 Trusts & EsTaTes 1108 (1956). 

16 Rev. Reg. § 1.642(g)-1. 

17 Rev. Reg. § 20.2053-1(d). 

18 Revenue Regulation Section 1.642(g)-1 (1956) provides in part: “Allow- 
ance of a deduction in computing an estate’s taxable income is not precluded 
by claiming a deduction in the estate tax return, so long as the estate tax deduc- 
tion is not finally allowed and the statement is filed.” In Rev. Rul. 58-484, 1958 
InT. Rev. Butt. No. 40, it was held that the phrase “finally allowed” used in the 
quoted portion of the regulations “may be construed as referring to an estate tax 
return in which the deduction in question has been allowed and with respect to 
which the statute of limitations on assessment has expired, or in which for any 
other reason, such as a closing agreement, an assessment of a deficiency resulting 
from disallowance of the deduction is prohibited.” 
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statement of election with his income tax return. There is no impropriety 
in so claiming double deduction, and there may be valid reasons for it. 
The election statement once filed is binding.’® The executor may feel 
that until his returns are audited, he cannot determine ultimately effective 
tax rates, and hence cannot know his better course. 

Although the executor may defer filing until just prior to expiration 
of the statute of limitations on the income tax return, he is not assured 
of so long a period. On examination of the estate’s income tax return, 
an agent may properly require the executor to file his statement electing 
the income tax deduction, or alternatively accept disallowance. 

The executor also has freedom to allocate one expense item to the 
estate tax return and another to the income tax return.” Further, he 
may break up a single item—attorney fees as an example—and allocate 
part to deduction under one tax, and the balance to the other tax.”! 
This may have a practical administrative advantage. The estate tax 
regulations permit claiming a reasonable estimate for attorney fees.” 
It may be convenient to let this estimate stand, even though a larger 
amount has been or will be paid, and claim as an income tax deduction 
the amount of fees actually paid in excess of the estimated amount 
claimed on the estate tax return. 


Tax Dotviar EFFECTs OF ALTERNATIVES 

Comforted by the fact that he may long defer finality in his double 
deduction election, the executor weighs the tax benefits of his alternatives. 
Does he have a duty to do so? A California court has indicated that the 
judicious course of the discreet executor is to seek maximum tax benefit 
where there is a “wide disparity” between estate and income tax rates.”* 
That somewhat tentative expression of the existence of a direction of 
duty may well be as far as the rule should go, When he files his returns 
the executor may be able to make only an educated, and perhaps opti- 
mistic, guess as to the dollar tax benefit of a particular deduction. It 
would be unfair and impractical to evaluate the effects of his double 
deduction election performance apart from his overall handling of the 
estate’s major tax problems. Furthermore, as considered below, a strin- 
gent rule requiring maximum tax benefit from each election would be 
unrealistic where the election may have a warping effect on distributions. 

Whatever rule may be developed, however, the executor does have 
the pragmatic problem of satisfying the beneficiaries of the estate that 





19“TAl]fter a statement is filed under section 642(g) with respect to a 
particular item or portion of an item, the item cannot thereafter be allowed as a 
deduction for estate tax purposes since the waiver operates as a relinquishment 
of the right to have the deduction allowed at any time under section 2053 or section 
2054.” Rev. Reg. § 1.642(g)-1. 

20 Rev. Reg. § 1.642(g)-2. 

21 Rev. Reg. § 1.642(g) -2. 

22 Rev. Reg. § 20.2053-3(c) (1). 
23 Estate of Bixby, 140 Cal. App. 2d 326, 337, 295 P.2d 68, 74 (1956). 
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he has done a competent job. Those beneficiaries are taxpayers, too, and 
apt to be devoted to the principle of minimizing tax burdens. In this 
context state court judges may also be deduction-minded taxpayers. 
Therefore, it is submitted that the executor should chart his election and 
deduction course with minimum tax burden as a most desirable goal. 

In looking at the tax dollar effects of his election, the executor 
cannot limit his examination to the rate tables. He must think in terms 
of effective rates. Where the full marital deduction is claimed the 
effective rate of tax saving from an estate tax deduction of an ad- 
ministration expense is roughly one-half of the nominal estate tax rate. 

The effective rate phenomenon also appears in the income tax 
computation where the estate has a material amount of tax exempt in- 
come. The regulations require that expenses, which are not directly 
attributable to a specific class of income, must be apportioned to both 
taxable and non-taxable income.** The expenses which must be so 
apportioned are those which as to the estate are in the nature of indirect 
or overhead expenses. Thus, executor’s fees are overhead and must be 
apportioned. A property management fee allocable to rents would be 
directly chargeable to fully taxable income and not apportionable. 
Therefore, an executor who receives a material amount of tax exempt 
income might achieve maximum tax saving by taking overhead expenses 
as estate tax deductions and direct expenses allocable to taxable income 
as income tax deductions. 

Determination of the effective estate tax rate may involve not only 
an estimate of the rate for the estate currently under administration, but 
conceivably may require a projection of the estate tax rate of a residuary 
legatee. If administration expense is deducted on the estate income tax 
return rather than the estate tax return, there will, of course, be an 
increase in estate tax. To the extent this is borne by a residuary legatee 
who thereafter dies, Section 2013 may afford an offsetting increase in 
the credit for property previously taxed in the estate of the deceased 
legatee. This will be of rare application and in any event is a practical 
consideration only where the residuary legatee dies during the course of 
administration. It does, however, point up the necessity of looking well 
beyond rate tables in determining the tax dollar effects of the executor’s 
election. 

The executor’s fiscal period problems and opportunities have an 
interaction with the executor’s election. It is here that the executor of 
the smaller estate, not subject to federal estate tax, probably has his most 
favorable opportunity to save income taxes for the estate and family as 
an economic unit. It is pointed out, supra,”> how the executor through 
proper selection of a fiscal year for the estate can not only minimize 





24 Rev. Reg. §§ 1.652(b)-3, 1.265-1(c). Compare Rev. Rul. 59-32, 1959 INT. 
Rev. BuLt. No. 4, at 17. 

25 Williams, Picking A Fiscal Year, Timing and Nature of Distributions, 
20 Onno St. L.J. 16 (1959). 
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taxes, but also to some extent control the time when the income will be 
taxed. 


EFFECTs OF ELECTION ALTERNATIVES ON BENEFICIARIES 

In an estate where the executor’s income is distributable to the 
residuary beneficiary, the executor may base his election solely on tax 
benefits. However, where the income and residuary interests are not 
the same he may find that an election, based on comparison of effective 
tax rates, may warp the interests of competing beneficiaries, 

The warping effect of the election most commonly arises from: 

1. the fact that, usually, the effective income tax rate is higher 
than the effective estate tax rate, so that administration 
expenses are more profitably deducted on the executor’s in- 
come tax return, combined with 

2. the fact that, for probate accounting purposes, expenses of 
administration are usually principal charges which have the 
effect of reducing the residuary estate. 

In some of the few reported cases where the distorting effect of 
the executor’s election has been the subject of beneficiary complaint and 
judical adjustment, the fact pattern has been broadly this: 

1. an election by the executor to take administration expenses 

on his estate income tax return; 

2. an increase in estate tax over what it would have been had 
expenses been taken as an estate tax deduction—a burden 
borne by residuary beneficiaries who do not share in estate 
income ; 

3. a decrease in the aggregate of estate and income taxes 
payable by the executor; and 

4. a demand by the residuary beneficiaries that they be made 
at least whole. 

The representative of the remaindermen in the Warms case*® 
claimed, alternatively, that administration expenses should be charged to 
income when they are taken as income tax deductions, or that the prin- 
cipal account should be credited at least with the saving which would 
have resulted in estate tax had the expenses been deducted in the compu- 
tation of that tax. The surrogate first ruled that the election option 
granted to the executor by the Internal Revenue Code cannot affect the 
propriety of the charge of administration expenses to principal. How- 
ever, he did hold that the corpus of the residuary trust should be credited 
with the amount which represents the estate tax saving which it would 
have received had the administration expenses been deducted from prin- 
cipal in computing the estate tax. 

In the Bixby case," it has been pointed out that the parties were 
faced with five alternatives ranging from no adjustment to a sharing by 





26 Estate of Warms, 140 N.Y.S.2d 169 (Surr. Ct. 1955). 
27 Estate of Bixby, supra note 23. 
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the income beneficiary of part of her income tax benefits with remainder- 
men.”* The court followed Warms,”® requiring the principal to be re- 
stored to where it would have been had the expenses been taken as income 
tax deductions, but permitting the income beneficiary to retain the net 
tax savings in excess of the amount so restored. 

The Internal Revenue Service has considered the interaction of the 
executor’s election and the determination of the marital deduction. In 
Revenue Ruling 55-225,°° the Service held that the ceiling on the 
marital deduction of fifty per cent of the value of the adjusted gross 
estate is increased by an election to take administration expenses as income 
tax deductions. It was held that the ceiling is to be determined by 
subtracting from the entire value of the gross estate the aggregate 
amount of the deductions actually claimed and allowed. However, the 
Service also said that the marital deduction cannot exceed the value of 
the property interests which actually pass to the spouse, and where such 
interests are in fact reduced by administration expenses, the marital de- 
duction is likewise reduced. Thus, where an item of expense is claimed 
as an income tax deduction, but in the administration of the estate the 
expense is charged against principal, there is a proportionate reduction in 
the value of the property actually passing to the spouse. Here what the 
spouse receives is less than fifty per cent of the adjusted gross estate, and 
it is this lesser figure which will determine the marital deduction. 

In Revenue Ruling 55-642,°" the Service considered the effect of 
the election where the decedent bequeaths to his surviving spouse one-half 
of the value of his adjusted gross estate as determined for federal estate 
tax purposes. Here the Service held that the election to deduct adminis- 
tration expenses on the income tax return increases not only the fifty 
per cent of adjusted gross estate ceiling, but also the value of what the 
spouse actually receives, thus increasing the marital deduction. The 
Service filed a caveat that this may not have been what the testator 
intended,*” 





28 Gradwohl, supra, note 7, at 358-60. 

29 Estate of Warms, supra note 26, has also been followed in Bell’s Estate, 
8 Chest. 21, 7 Fiduciary 1 (Pa. Orphans’ Ct. 1958), and in Levy, cited note 33 infra 
on another point. In Levy there was an income tax saving of $25,000 at the cost of 
a $7,000 increase in estate tax, as a result of deducting administration expenses 
on the income tax return. 

30 1955-1 Cum. BULL. 460. 

31 1955-2 Cum. BULL. 386. 

82 “Questions relating to the effect of the use of the marital deduction formula 
on the value of property passing to the surviving spouse are not within the 
jurisdiction of the Internal Revenue Service. However, the possibility that it may 
not have been the intention of the decedent by using the marital deduction formula 
clause to give his wife more than one-half of the net distributable estate after 
payment of debts and administration expenses, may give beneficiaries other than 
the wife a right to question any act of the executors which operates to decrease 
their interests under the will.” Ibid. 
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In Estate of Levy,** the testator bequeathed to his widow a sum 
equivalent to one-half of his adjusted gross estate. The surrogate noted 
that the use of administration expenses as deductions for estate income 
tax purposes rather than estate tax purposes resulted in an increase in the 
adjusted gross estate by the amount of such expenses and an increase of 
the widow’s bequest by one-half that amount. The question, however, 
was not whether the widow could keep the increase but rather what 
action should be taken to adjust for the increased estate tax. The court 
ruled that no part of the estate tax adjustment should be credited to the 
widow’s bequest since it is freed of tax. The executors were directed to 
credit the benefit of all deductions which would have been available to 
the estate principal to the residuary estate. 

Where a widow elects to take under the law rather than under the 
will, the executor in Ohio may face an algebraic problem in determining 
the effect on beneficiaries of his election to deduct administration ex- 
penses on the estate’s income tax return. In Campbell v. Lloyd** it was 
held that where the widow elects to take under the law, her share of 
the net estate*® was to be determined after the deduction of all debts 
and claims, including the federal estate tax. What is the interplay 
between this rule and the executor’s election? If the executor deducts 
an item of administration expense on his income tax return, there will 
be a like decrease in estate tax deductions. There will then result an 
increase in estate tax from the combination and interplay of (a) the 
“loss” of the estate tax deduction for administration expenses and (b) 
the reduction in the marital .deduction, due to the fact that the net estate 
from which the electing widow takes her share will be reduced by the 
increase in estate tax. The effects of the interaction and the problem of 
its solution are analogous to the determination of income tax where there 
is a taxable reimbursement of tax. 

Where the residuary estate is retained in trust with the remainder 
interest to vest in a charity, the warping effect becomes almost circular. 
If the executor elects to take an administration expense as an income 
tax deduction, there will be an increase in estate tax. The increase in 
estate tax will reduce the remainder. The reduction in the remainder 
will reduce the charitable gift and the estate tax deduction therefor. 
This has been called a discouraging “carousel of computations.””** 

It is probably too early to predict that there will develop a sub- 
stantial body of case law prescribing rules for apportionment or allo- 
cation of estate income tax burdens and the benefit of deductions and 





33 167 N.Y.S.2d 16 (Surr. Ct. 1957). 

34 162 Ohio St. 203, 122 N.E.2d 695 (1954). 

35 Net estate is used in the Ohio probate sense: “In the event of election 
to take under the statute of descent and distribution, such spouse shall take not 
to exceed one-half of the net estate .. .” Onto GEN. Cope § 10504-55 (1938) 
now incorporated in On1o Rev. Cope § 2107.39 (1953). 

36 Miller, supra note 7, at 346. 
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elections. However, if the case law does develop it is probably a safe 
speculation that, in time, statutory rules will follow. 

An obvious possible parallel has been development of rules in the 
field of apportionment of death taxes, Litigation of the problems arising 
in this area has produced a considerable body of case law, as well as 
statutory rules, in many states.*7 However, there are important differ- 
ences, both in character and dollar value, between death tax apportion- 
ment and estate income tax apportionment. Most commonly, death tax 
apportionment questions flow out of the inclusion in the federal estate 
tax base of transfers which are not subject to state probate administration. 
Estate income tax apportionment problems are, generally speaking, intra- 
mural, Death tax apportionment usually involves more dollars than the 
income tax apportionment problem. In death tax apportionment the 
question is where to place the burden of the tax, while in income tax 
apportionment, the most common question is whether there should be an 
adjustment to compensate for, at least partially, the warping effect of 
an expense burden being borne by an interest, which absent adjustment, 
gets no tax benefit or an increased tax. Common to both, however, is a 
widely held conviction that tax benefit or burden should follow the same 
road as the tax incident which gives rise to it. 


The cases already discussed or cited arose out of a demand for . 


adjustment for the warping effect of the executor’s election to deduct 
administration expenses on the estate’s income tax return. However, other 
income tax apportionment or allocation questions arise out of the inter- 
action between the federal income tax and state probate administration 
rules. Where the executor receives and reports for taxation income 
which will ultimately go to charity, he may claim a deduction for the 
amount so set aside.** Where estate income follows the residuary dis- 
position and where there are both charitable and noncharitable residuary 
beneficiaries, is the charitable beneficiary entitled to the benefit of the 
charitable tax deduction claimed by the executor on his income tax 
return? 

In Illinois, in Ginsberg’s Estate*® the appellate court held that 
since nothing in the will referred to the federal income tax, that tax 
was an expense of administration to be paid from corpus prior to dis- 
tribution and charged equally to the beneficiaries without regard to their 
character as taxable or exempt.*° The Supreme Court of Rhode Island 





37 A recent article on death tax apportionment contains a state-by-state sur- 
vey in an appendix. Lauritzen, Apportionment of Federal Estate Taxes, 1 Tax 
CounseLor’s Qrriy. 55 (1957). 

38InT. Rev. Cope oF 1954, § 642(c). 

394 Ill. App. 2d 138, 123 N.E.2d 739 (1955). 

40 The approach of the Illinois court to estate income tax apportionment 
where there is a charitable residuary legatee is akin to that of the Ohio Supreme 
Court to a federal estate tax apportionment question. In YMCA v. Davis, 106 
Ohio St. 366, 140 N.E. 114 (1922), aff'd 264 U.S. 47 (1924), the testatrix made 
a number of specific devises and bequests to relatives and left the residue to 
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declined to follow this precedent.* Again the will was silent, but the 
court presumed that the testatrix intended her dispositions to be subject 
to the payment of taxes only to the extent that those gifts ordinarily 
would be taxable under the federal income tax law. The court felt 
that its view was strengthened by the fact that, if the executor had paid 
or credited all of the income to the legatees during the tax year, the 
estate would have had no income tax to pay, nor would the charities. 
The court held that the entire burden of the estate income tax should 
be borne by the noncharitable group. It was noted that this was a 
question of apportionment of federal income taxes on estates, not 
governed by any federal or state statute or controlling decision. 

The decision in Rice*® involved a trust rather than an estate—but it 
points up the problem posed by the unorthodox by-products of the 1954 
Code. The income beneficiary received $241,000 of trust income, but 
only $39,000 was taxable to him because of the net distributable income 
concept. Most of this reduction resulted from some $202,000 of corpus 
expenses. In the same year the trust had a capital gain with a tax of 
$100,000 paid by the principal. The court required the income bene- 
ficiary to repay the value to corpus of tax deductions allocated to the 
income beneficiary under 1954 Code rules. The court noted, perhaps 
wistfully, that “Prior to 1954, this case could not have arisen.” 

A discussion of cases not involving the effects of the executor’s 
election is an excursion from our immediate area, But whatever rules 
develop governing adjustments for the warping effects of the executor’s 
election may well be only part of a general body of law dealing with 
estate income tax allocations and adjustments. 

The case law on adjustment for the effects on competing interests 
of the executor’s election is still in the incipient stage. Therefore, the 
following general guides are set forth only tentatively. 

First. An executor should carefully consider the tax effects 
of his deduction election. When possible he should 
take it where it does the most good tax-wise. The 
California court in the Bixby case rated it as ap- 
proaching a duty where there is a wide disparity in 
rates, 

Second. Receipt of a benefit should bear its correlative tax 
burden; and the person or account charged with an 








charities. The question was whether the federal estate tax was to be deducted 
from the bequests to individuals or charged against the residue. Both the Ohio 
and the United States Supreme Courts held that the estate tax was a charge 
against the entire estate and that residuary legatees took only what was left 
after payment of all charges including the estate tax. This case was followed in 
principle, but without citation, in Hall v. Ball, 162 Ohio St. 299, 123 N.E.2d 259 
(1954). 

41 Rhode Island Hospital Trust Co. v. Sanders, 125 A.2d 100 (R. I. 1956). 
42 Estate of Rice, 8 Pa. D. & C.2d 379, 6 Fiduciary 225 (Orphans’ Ct. 1956). 
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expense is entitled to the correlative tax benefit. How- 
ever, it is doubtful that—express power being absent— 
an executor has inherent power to make adjustments. 
Third. In the words of the California court in the Bixby 
case, the goal is that “. . . rights of all the takers under 
the will remain vested in the posture prescribed by the 
state rules governing rights and interests in the estates 
of decedents, undisrupted and undisturbed by the 
transient vagaries of the federal income tax laws.”** 


When the executor has determined his better election course from 
the tax dollar standpoint and when he sees that his election will produce 
a benefit for one estate interest at the expense of another, what does he 
do? These are possible courses: 

(1) He might dodge the problem of adjusting for the warping 
effects of the election, by deducting the expense on the 
return which does not produce distortion, at the cost of 
paying more taxes. However, an executor who pays 
more federal taxes than he must, solely to preserve dis- 
tribution symmetry, risks complaint by the estate bene- 
ficiaries. 

(2) He may seek instruction of the probate court. This, how- 
ever, may be costly and time consuming, so that if possi- 
ble he is best advised to: 

(3) Bring together the affected beneficiaries, with their coun- 
sel, and seek their concurrence in his proposed course of 
election.** 





43 Estate of Bixby, supra note 23, at 399, 295 P.2d at 76. We are on the look- 
out for non-transient vagaries. In any event the court may be unfair in its indict- 
ment. The executor’s election, in substantially its present form, was added in 1942 
by Section 161 of the 1942 Revenue Act. As federal income tax vagaries go, this 
one is relatively stable. 

44 How formal should such concurrence be? See articles, supra note 7. 
Randall, N.Y.U. 15TH Inst. on Fev. Tax at 1027, says: “Until questions of this 
type are ruled on by the courts of the various states, it is quite obvious that the 
executor should consult with the interested parties (assuming they are all sui 
juris) before exercising his election. He will point out the various alternatives 
together with their respective economic results; and will endeavor to get the 
parties to agree upon the course of action to be pursued and to reach an agree- 
ment concerning their claims, if any, against one another.” But Gradwohl, supra 
Note 7, at 362, n. 120, warns, “To the extent that the parties intentionally engage 
in a manipulation of income tax which is later reimbursed by the benefiting 
parties, there would appear to be the possibility of added income tax consequences 
to either the party whose income tax is reimbursed by another, or to the party 
whose income tax is paid for him for a fee. Also, where reimbursement is to be 
rade in the fiduciary accounts, it would seem that the executor would have a duty 
to withhold the amounts which will be required to be repaid. But the amount may 
be impossible to calculate at the time of the proposed distribution. See Third Nat’l 
Bank v. Campbell, 145 N.E.2d 703 (Mass. 1957).” 
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To summarize: 


The executor has considerable procedural freedom; he can defer 
final decision until his answer becomes clearer. 

The executor has some duty—not yet fully or finally expounded 
by the courts—to hold down the aggregate of federal taxes within the 
framework of his deduction election. 

The executor must weigh not only the dollar effects, but distribution 
effects, of his election. From the tax dollar standpoint it usually reduces 
the total tax burden to take administration expenses as income tax de- 
ductions, because of the higher income tax rate structure. Probate-wise, 
expenses commonly are a principal charge. Here, tax benefit and expense 
burden go off in opposite directions; a result which may strike bene- 
ficiaries as shocking (or delightful). Thus, an adjustment may be called 
for, either pursuant to court instruction or agreement of the beneficiaries. 
Here, the executor’s life may be a happier one if the will draftsman has 
anticipated the problem and given him both wide discretion and criteria 
to guide him in its exercise.*® 





45 See, ¢.g., Polster, Provisions of Wills Affecting Estate Administration and 
Their Tax Consequences, 20 Onto ST. L.J. 36, 41 (1959). 








PROVISIONS OF WILLS AFFECTING ESTATE 
ADMINISTRATION AND THEIR TAX CONSEQUENCES 


Wit_iuaM A. Po.stTEer* 


Tax planning for the testamentary disposition of property is asso- 
ciated primarily with those dispositive devices such as the marital de- 
duction, powers of appointment and “sprinkle” trusts, which are designed 
to produce tax savings over a long period of years or even several 
generations. Often overlooked are the more immediate problems of tax 
significance and the opportunities for tax savings that may arise shortly 
after a testator’s death during the two or three year period of the 
administration of his estate. 

The purpose of this article is to point out some of these problems 
and to suggest how, by the use of specific will provisions, their solution 
may be facilitated and tax savings accomplished in certain instances. 


PROVISIONS FOR ALLOCATION AND PAYMENT OF DEATH TAXES 


One of the most important administrative functions of the executor 
is in connection with the determination and payment of death taxes. In 


the case of an Ohio decedent with no out-of-state property, these death. 


taxes consist of: (1) the federal estate tax, which is imposed on the 
transfer as a whole of all property subject to tax; (2) the Ohio in- 
heritance tax, which is imposed on each succession to taxable property 
of the decedent; and (3) the Ohio additional tax, which is a form of 
estate tax imposed in those cases where the aggregate amount of the 
basic inheritance tax is less than the maximum amount of the credit 
against the federal estate tax allowable under the Internal Revenue 
Code for death taxes paid to a state.* 

The executor of every estate of a citizen or resident of the United 
States which has a gross value of $60,000 or more is required by law, 
within fifteen months after the decedent’s death, to file a federal estate 
tax return with respect to all property that is or may be subject to tax, 
including not only all probate property but also any non-probate 
property.* Examples of such non-probate property are life insurance 
proceeds,” joint and survivorship property,® property subject to a taxable 
power of appointment” and property transferred by the decedent during 
his life which may nevertheless be subject to tax because it was trans- 





* Of the firm of Thompson, Hine and Flory, Cieveland, Ohio; member of 
the Ohio Bar. 

l1Int. Rev. Cope oF 1954, §§ 2001-2208. 

2 Ouro Rev. Cope §§ 5731.01-.56 (1953). 

3 On10 Rev. Cope § 5731.13 (1953). 

4Int. Rev. Cope or 1954, §§ 6018(a), 6075(a). 

5 Int. Rev. Cope or 1954, § 2942. 

68 Int. Rev. Cope oF 1954, § 2040. 

TInt. Rev. Cope oF 1954, § 2041. 
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ferred in contemplation of death or because the decedent retained control 
over, or enjoyment of the property.® The executor also has the duty to 
pay the entire tax due, even though a substantial portion thereof may be 
attributable to the non-probate property.® 

With two exceptions, the Internal Revenue Code does not under- 
take to allocate the ultimate burden of the estate taxes paid by the 
executor. These exceptions relate to life insurance payable to bene- 
ficiaries other than the estate’ and to non-probate property subject to 
a taxable power of appointment.’? They expressly authorize the execu- 
tor to recover from the recipients of such life insurance proceeds and 
power property the portion of the federal estate tax allocable thereto. 
Many states, however, have more comprehensive rules, adopted either 
by statute or as the result of case law, which allocate the burden of the 
federal estate tax among the beneficiaries of the property with respect 
to which the tax is paid. 

Ohio has no statutory provisions in this regard but has reasonably 
well settled rules based on decisions of its supreme court. With respect 
to that portion of the federal estate tax attributable to property passing 
under the decedent’s will, the general estate bears the entire burden, and 
specific and general bequests and devises are not reduced by reason of 
the tax if the balance of the estate is sufficient.’? As to the portion of the 
federal estate tax attributable to non-probate property of all kinds, it 
appears to be reasonably well settled in Ohio, since the decision of the 
supreme court in McDougall v. Central National Bank of Cleveland,”* 
that the executor of a decedent’s estate is entitled to recover from the 
recipient of each non-probate asset subject to the federal estate tax the 
portion of such tax attributable to that asset. The method of apportion- 
ment adopted by the supreme court in this case appears to be the same 
as that provided in the Internal Revenue Code with respect to non- 
probate life insurance proceeds and non-probate property subject to a 
taxable power of appointment. 

The executor of every Ohio estate, irrespective of its size, is also 
required by law, within one year after the decedent’s death, to file an 
application for the determination of inheritance tax.’* The executor is 
responsible for the payment of the inheritance tax imposed with respect 
to each succession, to the extent that the executor has in his possession 
property distributable to or for the benefit of the successor.’® In other 
words, the inheritance tax attributable to each succession to property is 











8Int. Rev. Cope oF 1954, §§ 2033, 2035-38. 
8 Int. Rev. Cope or 1954, § 2002. 
10 Int. Rev. Cope oF 1954, § 2206. 
11 Int. Rev. Cope or 1954, § 2207. 
12 Y.M.C.A. v. Davis, 106 Ohio St. 366, 140 N.E. 114 (1922), aff'd, 264 
U.S. 47 (1924). 
13 157 Ohio St. 45, 104 N.E.2d 441 (1952). 
14 On10 Rev. Cope § 5731.36 (1953). 
15 Onto Rev. Cope § 5731.17 (1953). 
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payable out of that property and serves to reduce the net amount re- 
ceivable by or for the benefit of the successor thereto. 

The Ohio executor is also responsible for the payment of the Ohio 
additional tax. Inasmuch as this additional tax is an estate tax, rather 
than an inheritance tax, it would appear that the ultimate burden thereof 
is to be borne in accordance with the same rules that are applicable in 
Ohio with respect to the equitable apportionment of the federal estate 
tax.'® 

Despite the existence of the foregoing rules, it is believed that 
every Ohio will should contain an express provision for the allocation 
and payment of death taxes, even though this provision merely repeats 
the same rules that would otherwise be applicable. There is no assurance 
that these rules will not change prior to the testator’s death or that the 
testator may not subsequently acquire property or become domiciled in 
another jurisdiction having different rules. Moreover, few testators are 
satisfied with the results that the existing rules produce. 

Experience indicates that most testators will at least wish all specific 
and general legacies and devises provided for in their wills to pass to the 
recipients thereof without reduction on account of any estate or inherit- 
ance tax, state or federal. If this is the only change that the testator 
desires in the rules otherwise applicable, the following provision would 
appear to be adequate: 

My Executor shall pay all estate, inheritance and other 
taxes of a similar nature (including any interest and penalties 
thereon) imposed by reason of my death under any domestic 
or foreign laws with respect to any part or all of the property 
passing under this Will or otherwise comprising my probate 
estate, whether such taxes would otherwise be payable by my 
estate or by any recipient of any such property. All such pay- 
ments shall be made out of my general estate as part of the 
expense of the administration thereof, and no person shall be 
required to reimburse or contribute to my estate or any bene- 
ficiary hereunder on account of any part of any payment so 
made. Any and all taxes attributable to property which does 
not comprise a part of my probate estate shal] be borne in the 
manner provided by law; and any and all taxes paid by my 
Executor with respect to such property may be recovered out 
of such property or from the recipient or recipients thereof in 
the manner and to the extent permitted by law or pursuant to 
the terms of any trust agreement or other instrument under 
which such property is held. 

The testator may also desire the general estate to bear the burden 
of the death taxes attributable to some part or all of the non-probate 
property which may be subject to tax at his death, Here again, an appro- 
priate provision is necessary to accomplish this result. Before the decision 
is reached to include such a provision, however, it is imperative to ex- 





16 1932 Ops. Atty. Gen. Ohio 4551. 
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amine the nature and extent of the non-probate property that may be 
subject to tax at the testator’s death. If this property constitutes a sub- 
stantial part of all property subject to tax, the death taxes attributable 
thereto may consume the entire general estate and may even impair the 
specific and general legacies and devises provided for in the will. Where 
the testator has created during his life trusts that may be subject to tax 
at his death, and where the testator may have at his death a taxable 
power of appointment over property held in a trust created by another, 
the trust instruments must also be carefully examined to determine 
whether they contain any provisions for the payment of death taxes 
arising by reason of the testator’s death, 


If the decision nevertheless is made to have all death taxes paid out 
of the general estate, the provision used should make it clear that such a 
result is contemplated. Otherwise the residuary legatees may question 
the intended scope of the tax provision.’’ The following provision 
would appear to be adequate: 

My Executor shall pay all estate, inheritance and other 
taxes of a similar nature (including any interest and penalties 
thereon) imposed by reason of my death under any domestic 
or foreign laws with respect to any and all property taxable 
under such laws, whether or not such property passes under 
this Will and whether such taxes would otherwise be payable 
by my estate or by any recipient of such property. All such 
payments shall be made out of my general estate as part of the 
expense of the administration thereof, and no person shall be 
required to reimburse or contribute to my estate or any bene- 
ficiary hereunder for any part of any payment so made. 

One trap for the unwary that warrants particular mention is often 
found in the will of a widow whose husband has provided for her 
benefit a typical marital deduction trust under which she is given all the 
income for life and a general testamentary power of appointment at her 
death that will cause the power property to be included in her estate, 
whether or not the the power is exercised. If the widow’s will fails to 
exercise this power of appointment, as is often the case, and if her will 
also unwittingly contains a clause providing for the payment out of her 
own probate estate of all death taxes assessed by reason of her death, 
her own estate may be entirely consumed by taxes, with nothing left for 
the beneficiaries designated in her will. It is usually imperative in cases 
of this kind for the widow’s will to provide that the power property 
shall bear its own share of the death taxes payable at her death. 

It should also be remembered, in providing for the payment of 
death taxes out of the general probate estate, that such a provision will 
reduce the residuary estate and accordingly affect the amount of any 
marital or charitable deduction to be obtained from a bequest of a 





17 Cf. In re Estate of Gatch, 153 Ohio St. 401, 92 N.E.2d 404 (1950). 
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fractional share of the residue to a surviving spouse or for charitable 
purposes. *® 


Provisions AUTHORIZING Executor To Fite Joint INCOME 
Tax RETURNS AND SPLIT GIFTs WITH DECEDENT’s SPOUSE 


Tax questions relating to the final income tax return of a decedent 
and the use of a joint return with the surviving spouse for the year of 
death are discussed supra.’® Although it may be unnecessary to do so, 
many careful lawyers, particularly where both spouses have taxable 
income, have adopted the practice of including in the will of each 
spouse a provision expressly authorizing the executor to file such a joint 
return and also to agree with the spouse on the allocation of the mone- 
tary benefits and burdens that arise from its use. This same provision 
usually also authorizes the executor to split with the other spouse for 
gift tax purposes gifts made by such spouse prior to the testator’s death. 

A typical provision in this regard is as follows: 

My Executor may join with my wife, or with the repre- 
sentative of her estate, in filing any joint income tax return 

or returns for any period or periods for which such may be 

permitted, and also may consent for federal gift tax purposes 

to gifts made by my wife as having been made one-half by me. 

Any and all income and gift taxes, including any and all re- 

funds, credits, deficiencies, interest, and penalties, arising by 

reason of any such action, as well as the benefits of any and 

all payments previously made, shall be allocated between my 

estate and my wife or her estate as my Executor and my wife 

or the representative of her estate shall agree. My Executor 

may exercise the foregoing authority in such manner as he in 

his absolute discretion shall deem advisable, whether in the 

interest of my estate or in the interest of my wife or her estate; 

and all amounts payable by my Executor by reason of the 

exercise of such authority shall be treated as debts of my estate. 

The clause used can confer on the executor varying degrees of 
discretion up to the very broad discretion set forth in the foregoing 
typical provision. This provision in effect authorizes the executor to pay 
out of the decedent’s estate the tax attributable to the other spouse’s in- 
come. Whether so broad a clause should be used is of course a question 
that every testator must decide for himself. If it is used and if the ex- 
ecutor pays the surviving spouse’s tax, it should be realized that the execu- 
tor is in effect making an additional bequest of the tax money to the 
surviving spouse which will not be deductible by the decedent’s estate for 
estate tax purposes because it does not constitute the payment of a tax debt 
of the decedent. Section 2053.6 of the Federal Estate Tax Regulations 





18 Cf. Rev. Reg. §§ 20.2055-3, 20.2056 (b)-4. 


19 Dye, Tax Problems in the Administration of an Estate, 20 Onto St. L.J. 
1 (1959). 


9 











ee 








bit 


Seer 


Maes 


apes 
apes is 


hee o 





Rea wera 








1959] WILLS 41 


sets forth in detail how much of a deduction will be allowed in such 
a Situation. 


Provisions AUTHORIZING ExEcUTOR TO DEDUCT ADMINISTRATIVE 
EXPENsEs FOR Estate Tax oR INCOME TAx PURPOSES 


The election that the executor has under the Internal Revenue 
Code to take administration expenses either as deductions for estate 
tax purposes or as deductions for income tax purposes is discussed supra.”° 
When the will contains a formula marital deduction clause or creates both 
income interests and remainder interests in the same property, the nature 
and extent of the election made by the executor can substantially affect 
the interests of the several beneficiaries of an estate. During the past 
several years there have been a number of reported decisions, although 
none in Ohio, which consider whether and to what extent the executor 
is required to make adjustments in the interests of the beneficiaries in 
order to compensate for the effects of the election which the executor 
has made.”! 

This is another area that can be covered by a provision in the will. 
For example, the will may contain a provision which not only confers 
upon the executor express authority to make the elections available to 
him under the tax laws but also purports to confer upon the executor 
absolute discretion to determine whether the interests of the beneficiaries 
affected by the election made should be adjusted and, if so, the nature 
and extent of the adjustments to be made. Typical of such a provision 
is the following: 

My Executor may exercise, in such manner and to such 
extent as he shall deem advisable, any elections available under 

the federal tax laws permitting certain deductions to be claimed 

either in computing my taxable estate for federal estate tax 

purposes or in computing the taxable income of my estate for 
federal income tax purposes, even though such action may be 
advantageous to one or more of the beneficiaries hereunder and 
disadvantageous to other beneficiaries. My Executor shall have 

no duty to make any adjustments in his accounts for the benefit 

of any beneficiary adversely affected by any such election, but, 

if my Executor considers it advisable to do so, he may make 

such adjustments as he deems appropriate. 

A number of thoughtful lawyers have questioned both the efficacy 
and the advisability of a clause giving the executor so broad a discretion.” 
If the executor is an interested beneficiary, this broad discretion may 
result in abuse and may be productive of litigation. If, on the other hand, 





20 Cox, Executor’s Election to Claim Certain Deductions for Income or Estate 
Tax Purposes, 20 Onto St. L.J. 23 (1959). 

21 Jd. at 27-33. 

22 Gradwohl, Current Issues on Probate Estate Income Tax Allocation, 37 
Nes. L. Rev. 329 (1958); Randall, Consequences of Executor’s Elections As To 
Administrative Expenses, N.Y.U. 15TH Inst. ON Fev. Tax 1011 (1957). 
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there is a corporate fiduciary, it will in all likelihood attempt to make 
an equitable adjustment even though exonerated from doing so. 

This is a matter which in any event should be discussed with the 
testator before the will is drawn, It may be that the testator will wish to 
favor those who will be benefited if the executor elects to take adminis- 
tration expenses as income tax deductions, If so, the clause can be drawn 
to direct that no adjustment shall be made. If the testator feels other- 
wise, then the clause can be drawn to require such adjustments as the 
executor determines to be fair. It would probably be inadvisable, how- 
ever, to attempt to set forth in the will the precise adjustments to be 
made. It is difficult enough to determine at the time the precise nature 
and extent of these adjustments, let alone in advance. 


Provisions RELATING TO CHOICE OF VALUATION DATE 
FoR Estate Tax Purposes 


For federal estate tax purposes property is ordinarily valued as of 
the date of the decedent’s death.2* The executor may elect, however, 
the optional method of valuation provided by the Internal Revenue Code, 
which calls for the valuation of all property as of a year after the de- 
cedent’s death, except that any property distributed, sold or otherwise 
disposed of within such year must be valued as of the date of disposition.** 

At first glance it would appear that this optional method of valu- 
ation should present no problem and that the executor will merely select 
the valuation date producing the lower aggregate value for the property 
subject to tax. The choice, however, is not always quite so simple, for 
the optional valuation date producing the higher value may sometimes 
be helpful to certain beneficiaries although detrimental to others. 

Suppose, for example, that the testator has a surviving spouse to 
whom is made a monetary bequest in an amount equal to one-half of 
the testator’s adjusted gross estate, the maximum marital deduction 
allowable by law.”° In such a situation, the higher the value placed on 
the adjusted gross estate, the larger will be the dollar amount of the 
bequest to the surviving spouse. Or suppose that property specifically be- 
queathed increases substantially in value between the date of the testator’s 
death and the optional valuation date. In such a situation, the election 
of the optional valuation date will be to the advantage of the legatee, 
since the property will have a basis in his hands for purposes of com- 
puting a subsequent gain or loss equal to the value placed thereon for 
estate tax purposes.”° 

In other situations the election of the valuation date producing 
the higher value may be to the advantage of all beneficiaries, For 
example, if the executor is forced to sell estate assets to raise cash and 


23 Int. Rev. Cope oF 1954, § 2031. 
24 Int. Rev. Cope or 1954, § 2032. 
25 Int. Rev. Cope oF 1954, § 2056(c) (1). 
26 Int. Rev. Cope oF 1954, § 1014(a). 
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these assets have risen in value, the increased estate tax attributable to 
the use of the optional valuation date may be less than the income tax 
on the capital gain resulting from the use of date of death values.?” 
And if a substantial increase or decrease in value should happen to take 
place with respect to property specifically bequeathed for charitable pur- 
poses and the value of the testator’s other property should remain stable, 
the election of the valuation date producing the higher value will result 
in a larger charitable deduction for estate tax purposes and a smaller 
estate tax. 

The existence of these possibilities raises the question of whether any 
special provisions concerning the choice of the valuation date should be 
inserted in the will. In many respects this question is similar to the ques- 
tion, discussed above, of whether any provisions should be made con- 
cerning the election to take administrative expenses as income tax de- 
ductions or as estate tax deductions; and the variety of possible provisions 
is equally as great. For example, it would be possible, although inadvisa- 
ble in this writer’s opinion, to include a provision expressly authorizing 
the executor to elect either valuation date without regard to its effect on 
the total amount of the estate tax payable or on the interests of the 
several beneficiaries. A more sensible provision, if the testator desires to 
favor one or more legatees similarly situated, would be one authorizing 
or even directing the executor to elect the valuation date benefiting these 
legatees. At least one well-known expert, fearing the possibilities of 
pressure and abuse present in this area, has suggested the inclusion of a 
provision requiring the executor to elect the valuation date that will 
produce the lower aggregate estate tax.”® 


Lecacy To Executor IN Lieu oF COMMISSIONS 

Commissions paid to an executor are treated for tax purposes as 
compensation for services rendered and accordingly are taxed to the 
executor as ordinary income. From the standpoint of the estate, such 
commissions constitute administration expenses which, as elsewhere noted, 
may be taken either as income tax deductions or as estate tax deductions. 

In lieu of commissions, a testator may bequeath to the person named 
as executor a specific sum of money or specific property which will not 
constitute taxable income to the executor and will not be reduced by 
death taxes if the will provides for the payment thereof out of the 
general estate. Since the legacy will not be treated as an expense of ad- 
ministration, the estate will be deprived of any income or estate tax de- 
duction for commissions paid to the executor. 

To accomplish these tax results, however, the legacy must not be 





27 The basis for computing gain or loss on the sale or exchange by the execu- 
tor of property acquired by the estate from the decedent depends on its valuation 
for estate tax purposes. INT. Rev Cope oF 1954, §§ 1001, 1011, 1014. 


28 Casner, EsTATE PLANNING 647 (1956). 
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conditioned on the recipient’s rendition of services as executor.”® An 
appropriate form would be as follows: 
I bequeath to John H. Jones, if he survives me, the sum 

of Five Thousand Dollars ($5,000.00). The foregoing bequest 

to John H. Jones is made in lieu of any and all commissions to 

which he might otherwise be entitled as Executor hereunder but 

is not contingent upon his rendition of services in such capacity. 

If the use of a legacy in lieu of commissions not only is to benefit 
the executor but also is to benefit or at least not harm the estate and its 
beneficiaries, the amount of the legacy must be larger than the executor 
would receive as net commissions after income tax thereon and at the 
same time must be less or at least no more than the net cost would be to 
the estate and its beneficiaries of paying commissions, taking into ac- 
count the income or estate tax saving that the payment of commission 
would produce. Accordingly, this device is feasible only if it is certain 
that the executor’s top income tax bracket will be higher than the top 
income tax or estate tax bracket of the estate and only if these respective 
brackets can be forecast with reasonable accuracy when the will is drawn.*° 


Provisions FACILITATING DIsCLAIMERS 

In the preparation of a will for a wealthy testator or for any testator 
who is providing for beneficiaries with substantial means of their own, 
there should be borne in mind the possibility that upon the testator’s death 
one or more of these beneficiaries may desire to disclaim or renounce, in 
whole or in part, the property interests given to them under the will. A 
number of matters need to be considered in this connection. 

It is relatively well settled in most states, including Ohio, that a 
testamentary gift of a property interest cannot be thrust upon the devisee 
or legatee and that he may refuse the gift within a reasonable time after 
obtaining knowledge thereof and before taking any action constituting an 
acceptance.*? Unless the will otherwise provides, a disclaimed specific 
general legacy or devise will fall into the residue of an estate, and a dis- 
claimed residuary legacy or devise will pass as intestate property.** 

It is generally believed, however, that an inheritance by intestacy 
cannot be refused becduse it automatically passes to the heir at the de- 
cedent’s death by operation of law.** In such a case, the heir normally 





29Rev. Rul. 57-398, 1957 Int. Rev. BuLt. No. 36, at 7; Cf. United States 
v. Merriam, 263 U.S. 179 (1923). 

80 Account must also be taken of the possibility that beneficiaries of the 
estate may claim deductions for commissions paid during the last taxable year 
of the estate if and to the extent that the estate’s deductions for such year exceed 
its gross income. See INT. Rev. Cope oF 1954, § 642(h). 

31 Ohio National Bank v. Miller, 57 N.E.2d 717 (1943); see 4 Pace, WILLs 
§§ 1401-1412 (3d ed. 1941) for an extended discussion of disclaimers. 

32 See cases cited in 4 Pace, Witts § 1412 (3d ed. 1941). 

33 See discussion in 4 Pace, WiLts § 1401 (3d ed. 1941). Several states, by 
statute, authorize the disclaimer of intestate property. 
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can divest himself of the property interest only by taking affirmative action 
in the nature of a gift or otherwise. 

A disclaimer may have more uncertain consequences if the dis- 
claimed property interest acquired under the testator’s will is less than a 
present interest in fee simple. For example, suppose that A leaves prop- 
erty in trust to pay the income to B for his life, and upon B’s death to 
distribute the property per capita among A’s grandchildren then living. 
If B disclaims his income interest and the will makes no provision for dis- 
claimer, what will happen to the trust property pending B’s death? Or 
suppose that A leaves property in trust to pay the income to B for his life, 
and upon B’s death to distribute the property to C if C is then living or, 
if C is then deceased, to D if he is then living. If C disclaims his re- 
mainder interest but both C and D are living at B’s death, will D there- 
upon become entitled to distribution of the trust property in the absence 
of any provision in the will concerning the effect of a disclaimer?** 

There is also substantial uncertainty in most jurisdictions whether 
and under what circumstances a testamentary gift of property interests 
may be refused in part and accepted in part. In most jurisdictions it ap- 
pears that the answer to this question depends on whether the testamentary 
gift or gifts involved are regarded as severable;*° and any expression of 
intention by the testator in this regard would no doubt be given great 
weight. 

The testator who wishes to facilitate the use of the disclaimer as 
an instrument of post-mortem estate planning should accordingly bear 
in mind these problem areas and have his will drawn in such fashion as 
to minimize such problems, For example, in a will creating a trust a pro- 
vision can readily be inserted to the effect that if any beneficiary disclaims 
his interest in the trust property, such property shall thereafter be ad- 
ministered as though the beneficiary’s death had occurred. Such a pro- 
vision, of course, may not always produce a result in keeping with the 
testator’s wishes, and in that event other and perhaps more elaborate pro- 
visions may be necessary. A testator can also facilitate partial disclaimers 
by making two or more obviously severable separate bequests or devises 
to the same individual or, in the case of an otherwise ‘divisible gift, by 
expressly providing that it may be disclaimed as to any part. 

From a tax standpoint, the principal problem is whether the so- 
called disclaimer constitutes a taxable gift. The current position of the 
Treasury Department appears to be that a complete and unqualified 
refusal to accept a property interest, if effective under local law and if 
made within a reasonable time after obtaining knowledge of the existence 
of the interest, is not a gift if title to the property interest in question has 
not already vested in the disclaimant. But if title has vested, whether by 
operation of law or otherwise, as in the case of interstate property or as 








34 The reported decisions in this area are few in number and appear to 
depend on the specific facts involved. 
35 See discussion in 4 Pace, WILLS § 1410 (3d ed. 1941). 
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in the case of a devise of real property in those jurisdictions where title 
thereto passes immediately at death, then a gift will be deemed to have 
been made.*® 

The proposed gift tax regulations also indicate that a partial dis- 
claimer will not be recognized as having tax-free status under any cir- 
cumstances because it does not constitute a complete and unqualified 
refusal to accept the property. Whether the Treasury Department will 
maintain this position when the final regulations are adopted is uncertain, 
however, in view of the somewhat more lenient attitude taken in the final 
Estate Tax Regulations, issued on June 23, 1958, with respect to the 
effect of a disclaimer of a general power of appointment over only a 
portion of the property subject thereto.** 


Provisions AFFECTING INCOME Tax TREATMENT OF 
THE EsTATE AND ITs BENEFICIARIES 


The income tax treatment accorded under the Internal Revenue 
Code to the income of estates and to the distributions made by an 
executor during the period of administration may often pose difficult 
problems for the executor and produce for the beneficiaries of the estate 
a variety of tax consequences, depending on the timing of the distri- 
butions made and the form that they take. This in an area that warrants 
careful consideration when the will is prepared. Although the tax- 
conscious executor, by careful post-mortem planning, is frequently able 
to avoid or minimize many of these problems and their tax consequences, 
the draftsman of every will disposing of a substantial estate should bear in 
mind, particularly where there are involved a number of beneficiaries 
with differing income tax situations, that it is often possible to draw the 
will in a form, and to include therein special provisions relating to dis- 
tributions, which will greatly lighten the executor’s task and achieve for 
the estate and its beneficiaries tax consequences more favorable than the 
executor would be able to accomplish without such assistance. 

For income tax purposes, an estate is a separate taxable entity,** and 
its income and deductions are treated much like those of a single individual 
taxpayer. This is trueseven though a number of beneficiaries may be 
entitled to identifiable shares of the estate and its income. 

There are two principal differences, however, both relating to 
deductions. First, there is an unlimited annual deduction for any amount 
of the gross income which is paid or permanently set aside for charitable 





36 Proposed Rev. Reg. § 25.2511-1(c). The proposed regulations appear 
to go farther in certain respects than the present status of the case law justifies, 
particularly as to disclaimers of devises of real property. Cf. Hardenbergh v. 
Commissioner, 198 F.2d 63 (8th Cir. 1952), cert. denied, 344 U.S. 836 (1952); 
Brown v. Routzahn, 63 F.2d 914 (6th Cir. 1933), cert. denied, 290 U.S. 641 (1933); 
William Maxwell, 17 T.C. 1589 (1952). 

37 Rev. Reg. § 20.2041-3(d). 

38 IntT. Rev. Cope oF 1954, § 641. 
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purposes pursuant to the terms of the will.*® Second, distributions to 
beneficiaries are allowed as additional deductions to the extent that such 
distributions do not exceed the “distributable net income’’*® of the estate 
for the taxable year in question;*’ and these beneficiaries are required 
to include as gross income in their own returns amounts equal to these 
additional deductions.*? To this extent the estate is treated not as a separate 
taxable entity but as a conduit for the flow of income from its source 
to the beneficiaries, 

This dual treatment of an estate and its income has obvious tax 
savings possibilities, particularly since the executor generally has sub- 
stantial discretion as to the timing of distributions. To the extent that 
the income of the estate is retained by the executor, it will be taxed to the 
estate as a separate taxable entity, and to the extent that it is distributed 
it will be taxed to the beneficiaries.** However, as the result of changes 
made in the operation of the conduit theory by the Internal Revenue Code 
of 1954, the income tax burden with respect to distributions made by an 
estate is often allocated among the beneficiaries thereof in a wholly in- 
equitable manner, particularly in those instances where principal is dis- 
tributed as well as income.** ; 

In order to avoid many of the problems of tracing that had there- 
tofore existed, the Internal Revenue Code of 1954 does not give the 
estate a deduction for income distributed and does not tax to the ben- 
eficiaries the income received. Instead, the estate is given a deduction, to 
the extent of the amount of its distributable net income, for any amount 
of income (in the estate accounting sense) required to be distributed 
currently and also for any other amounts (irrespective of their treatment 
for estate accounting purposes) properly paid or credited or required to be 
distributed.*® In other words, the distribution of what is otherwise con- 
sidered as principal may generate a deduction for the estate and income to 
the recipients. The only exception generally applicable is that the estate 
shall not have a deduction, nor shall the recipient have gross income, with 
respect to any amount which, under the will, is properly paid or credited 
as a gift or bequest of a specific sum of money or of specific property 





39 InT. Rev. Cope oF 1954, § 642(c). 

40 By definition, Int. Rev. Cone oF 1954, § 643(a), the distributable net 
income of an estate for any taxable year is equal to its taxable income, except 
that no deduction is taken for the personal exemption or for distributions to 
beneficiaries. Tax exempt interest may be included, and capital gains or losses are 
excluded in certain instances. 

41 Int. Rev. Cope oF 1954, § 661. 

42 Int. Rev. Cope oF 1954, § 662. 

43 The so-called “five-year throwback rule” imposed by INT. Rev. Cope oF 
1954, § 665-68 does not apply to estates, only to trusts. 

44 A bill (H.R. 11977) designed to rectify many of the inequities mentioned 
was introduced in the House of Representatives during the last session of the 
85th Congress but was never full considered. It is understood that the reintro- 
duction of this proposed regulation is contemplated for the 86th Congress. 

45 Int. Rev. Cope oF 1954, §§ 661, 662. 
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and which is paid or credited all at once or in not more than three 
installments. *® 

If the amounts properly paid, credited or required to be distributed 
to beneficiaries during any taxable year of the estate, and not falling 
within the foregoing exception, exceed the amount of the distributable net 
income of the estate for such year, these amounts are placed in two 
classes or tiers for the purpose of determining how much of each amount 
is to be included in the gross income of a beneficiary. First tier amounts 
consist of amounts of income (in the estate accounting sense) required 
to be distributed currently. These amounts are includible in the gross 
income of the beneficiaries thereof, to the extent that the aggregate of 
such amounts does not exceed the distributable net income of the estate. 
If it does, the gross income attributable to each such beneficiary is reduced 
proportionately. All other amounts properly paid, credited or required 
to be distributed to beneficiaries are in the second tier and are included on 
a proportionate basis in the gross income of the beneficiaries thereof to the 
extent that the distributable net income of the estate exceeds the first tier 
amounts.*? 

These provisions create the greatest problems in connection with the 
timing of the distributions of the income and principal of a residuary 
estate having two or more beneficiaries. Since all amounts distributed to 
the residuary beneficiaries will constitute second tier amounts, any dis- 
tribution to any of the beneficiaries, even though consisting entirely of 
principal for estate accounting purposes, will be considered a distribution 
of distributable net income in whole or in part, depending on the extent 
of other distributions during the same taxable year. To achieve the same 
tax treatment for each beneficiary, it is thus necessary either to defer all 
distributions to any of them until the administration of the estate is com- 
pleted or to make sure that no partial distribution of income or principal 
for estate accounting purposes is made to any of these beneficiaries unless 
a proportionate distribution of the same character is made to each of the 
others. 

In any effort to qchieve the greater flexibility with respect to dis- 
tributions which the varying needs and income tax situations of the 
several beneficiaries make advisable, the conscientious executor may seek 
to reach agreement with the affected beneficiaries on such adjustments in 
the final distribution of the estate as will compensate for the inequitable 
tax treatment that may result from partial interim distributions. However, 
it is not always easy to determine what a proper adjustment should be; and 
if agreement cannot be reached, protracted litigation may result. For this 
reason every draftsman of a will disposing of an estate of any substantial 
size should consider the various possible special provisions that may be in- 
serted in a will to minimize the foregoing problems. 





46 Int. Rev. Cope oF 1954, § 663. 
47 Int. Rev. Cope oF 1954, § 662. 
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One type of provision that may be advisable merely recognizes the 
problems of adjustment that may exist and gives the executor express 
authority to make interim distributions of both income and principal to 
one or more beneficiaries and to determine in conclusive fashion the nature 
and extent of any adjustments to be made as the result thereof. Through 
the use of such a provision litigation may be avoided if the beneficiaries are 
unable to agree as to the adjustments to be made and if the executor acts 
in good faith. The problem is very much the same as the adjustment 
problem discussed earlier in this article with respect to the effect of the 
executor’s treatment of administration expenses for tax purposes. 

It should also be noted that in wills creating trusts, the executor 
should be expressly authorized to make to the trust beneficiaries any dis- 
tributions which the trustee is directed or authorized to make. In the 
absence of such a provision, the executor would probably find that his 
hands are tied until the trustee is appointed by the probate court and the 
trust becomes operative. 

Other possible provisions lighten the executor’s task by minimizing 
the need for adjustments, although they have the disadvantage in many 
instances of limiting the broad discretion which it is generally believed that 
every executor should have. One such provision requires the executor to 
make annual distributions of some part or all of the estate’s income. 
Income so distributed will thereby become first tier amounts, and other 
amounts distributed will accordingly be included in the gross income of 
the recipients only to the extent that the distributable net income of the 
estate exceeds the required income distributions. 

The foregoing problems may also be minimized in appropriate cases 
simply by reducing the size of the residuary estate through the use of ad- 
ditional bequests of specific sums of money or of specific property, even 
though made to the same persons who are also the residuary legatees.** 
The distribution of the principal amount of these bequests will not give 
to the estate any income tax deduction or generate income for the recipients 
unless payable out of income only or in more than three installments. 

Consideration may also be given, in those instances where the tes- 
tator would otherwise make pecuniary bequests to charitable organizations 
or to individuals in low income tax brackets, to the inclusion of provisions 
requiring the executor to pay these pecuniary sums out of estate income 
to the extent that the income is sufficient for the purpose. Even though 
provision will have to be made for distribution of slightly larger amounts 
to the low bracket beneficiaries to compensate them for the amount of 
tax that they will have to pay, the residuary beneficiaries may be sub- 





48In Ohio, the legatee of specific property is entitled to the income thereon 
from the date of death. However, pecuniary and other general bequests bear 
no interest unless the will otherwise provides. All remaining net income of the 
estate, including income derived from property sold by the executor to pay taxes 
and other costs, generally belongs to the residuary legatees in proportion to their 
respective interests in the residue. 
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@ 
stantially benefited in this manner and the problems of the executor 


minimized. Similar but generally less beneficial results may also be 
accomplished by deliberately providing for the payment of specific be- 
quests to low bracket beneficiaries in four or more installments.*® 

Tax savings can also be accomplished in appropriate cases through 
the utilization of the provisions of the Internal Revenue Code of 1954 
which permit the specific allocation of different classes of income to 
different beneficiaries.°° Since income retains the same character in the 
hands of the recipient that it had in the hands of the executor, it is 
obvious that advantages may be achieved if certain classes of income, 
such as tax exempt interest, income in respect of a decedent and income 
from property subject to depreciation or depletion, are allocated to specific 
beneficiaries. Unless the will makes such specific allocation, however, 
the portion of the distributable net income of the estate included in the 
gross income of each beneficiary will be treated as consisting of the same 
proportion of each class of items included in the distributable net income 
as the total of each class bears to total distributable net income. These 
same provisions are also applicable to charitable distributions.*? 


PROVISIONS FOR DIsINTERESTED EXECUTOR 

The importance of giving the executor broad and sufficient powers 
of administration cannot be overemphasized. However, certain of these 
powers may, in the hands of an executor who is also a beneficiary, be 
claimed to constitute taxable general powers of appointment. Although 
it is often advantageous for a member of the testator’s family to serve 
as an executor even though he may be a beneficiary under the will, it is 
accordingly advisable to appoint as co-executor a bank or other dis- 
interested person and to confer solely upon the disinterested co-executor 
such powers as may constitute taxable powers of appointment if possessed 
by a beneficiary. 





49 Mandatory distributions of income are first tier distributions and thus 
reduce the amount of distributable net income allocable to other distributees, 
whereas distributions of principal in four or more installments are second tier 
distributions. ' 

50 Int. Rev. Cope oF 1954, § 662(b). 

51 See Rev. Reg. § 1.661(b)-2. 
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SPECIAL ADMINISTRATIVE CLAUSES FOR TRUSTS 


Lawrence G. KNECHT* 


The emphasis of this topic will be upon the “long pull” tax factors 
involved in the utilization of a trust to achieve the best tax results as 
between beneficiaries and the trust. Factors applicable to both testa- 
mentary and inter vivos trusts will be discussed. Perhaps the first question 
to be posed is: “Under what circumstances should one be concerned with 
such clauses!” 

While it is neither possible nor practical to lay down any set rules 
for determining the proper case for the use of such clauses, it may be 
observed that tax planning will be important in those cases where (a) 
the trust income will be substantial and (b) there are a number of 
beneficiaries. If either of these elements is lacking, the clauses may be 
used but they will be relatively unimportant. 


The basic theory with which we shall be concerned is that income 
tax economies can be effected by spreading income among a number of 
taxpayers, with particular attention to those who would otherwise be in 
low income tax brackets. An effort should be made at the same time to 
make the plan sufficiently flexible so as to be able to shift that income 
from one beneficiary to another (and with it, the income tax) as the 
income patterns of the beneficiaries and their families may change in 
future years. Assuming this is to be the objective, how is it achieved? 

Consider, first, the possibilities where it is desired to hold all the 
trust assets in a single fund. Such a case may well arise where the fund 
itself is not too large and where all of it (or a large part) might be 
required for one or more of the beneficiaries. For example, if the bene- 
ficiaries are infants it is altogether possible that any one of them might, 
through the impact of lengthy illness, need far more than his proportion- 
ate share of the trust. We know that if the client were living when this 
happened he would surely pay all the bills out of his pocket without in 
any way considering or charging those medical expenses as an advance- 
ment against that child’s share of his estate. Much the same principle is 
applicable to the matter of education of the children. The eldest will 
have an advantage over those who are younger in that he will have had 
his education and living expenses paid for him for more years during the 
settlor’s life than the others. This inequity may be avoided by holding 
the trust assets in a single fund and not making any division into shares 
for the children until they are at least past the age of dependency and 
education expenses have been paid for all. 

As to the clause itself, you will probably find as many varieties 
of language as you will practitioners who prepare them. Consequently 


* Of the firm of Kiefer, Waterworth, Hunter and Knecht, Cleveland, Ohio; 
member of the Ohio Bar. 
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the following is offered more for the ideas contained than for precise 
language: 

The Trustee shail pay and distribute such part or all the net 

income of the trust estate to and among my said wife, my 

children and/or their spouses and issue, as in the sole discretion 

of the trustee, shall be to the best interests of the trust estate 

and said group of beneficiaries. It is not my intention that such 

payments of income be made equally or to all such beneficiaries 

but may, in the sole discretion of the trustee, be made in such 

proportions and to such of said beneficiaries as it deems best. 

It will be observed, first, that the payments under this language are 
in the unrestricted judgment of the fiduciary with no suggestion what- 
ever as to any standards to be applied by the trustee in making its 
determination. Clearly, in determining what is to the “best interests” 
of the parties, the trustee may weigh income tax factors to the end that 
those taxes will be kept to a reasonable minimum within the whole of the 
family group. Presumably, also, the trustee might allocate tax-free in- 
come to a beneficiary in a high bracket and taxable dividends or interest 
to one in a lower bracket. This must be specifically authorized in the 
instrument since under Sections 652(b) and 662(b) of the code each 
beneficiary will be considered to have received a proportionate part of 
each class of income unless the governing instrument specifically provides 
otherwise. 

While all this is fine theory, it must be appreciated that such an 
unrestricted power of allocation can give the trustee not only the ultimate 
in flexibility for minimizing taxes, but also some very difficult problems 
in its relationship to the beneficiaries. A simple illustration may show 
what I mean by this. Assume that the trust has two beneficiaries who are 
brothers. Brother A is an eminently successful lawyer whose top income 
is in a sixty per cent bracket. In contrast, brother B, who never had the 
mental agility of A, is a department store clerk—a very charming fellow 
with a large family, and his top tax bracket is twenty per cent. If the 
trustee distributes a much larger proportion of the trust income to B 
merely because of the tax differential, A is very likely to object bitterly. 
He may very well be just selfish enough that he would prefer to get 
forty cent dollars of income rather than have the trustee give his brother 
eighty cent dollars. As a result, I am not at all sure how practical it 
may be to count much on the tax advantages of this arrangement since 
they may well be outweighed, in practice, by the personal elements of the 
case. 

All this suggests that in lieu of giving the trustee uncontrolled and 
absolute discretion, it may be preferable to set up certain objective stand- 
ards to use as a guide in making distributions. If this is deemed best, 
consider the following clause: 

The Trustee shall pay and distribute such part or all the net 

income of the trust estate to and among my said wife, my 
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children and/or their spouses and issue, as in the sole discretion 

of the trustee shall be necessary to provide for the care, sup- 

port, maintenance and liberal education of said beneficiaries. 

It is not my intention that the payments of income hereinabove 

provided for such beneficiaries be made equally or to all of 

them, but may, in the sole discretion of the trustee, be made in 
such proportions and to such of said beneficiaries as it deems 
necessary to provide for such care, support, maintenance and 
liberal education. 
If you desire to make this even more definite, you may wish to add 
words to the effect that the trustor intends that the beneficiaries maintain 
the same standard of living which he has provided for them. 

One question may arise in connection with the use of standards. Is 
the trustee to consider or not to consider what other income the bene- 
ficiaries may have available to them to provide for that care and support? 
For example, suppose that beneficiary A can show clearly that he requires 
$5000 per year to provide for his care and maintenance. He presently 
has an income of $4000. Does our illustrative clause, above, mean that 
the trustee is to give him the fu// amount needed for his support, or only 
the difference between the amount necessary to support and that which 
his own personal income provides? Since the clause itself does not specify, 
this may result in litigation, which can be avoided by the addition of 
words indicating whether the settlor wishes it to be one way or the other. 
You will probably find that most of your clients prefer that the bene- 
ficiaries are to receive only if they will not otherwise have sufficient in- 
come. For them, you should add to the clause the words: 

In making its determination, the Trustee shall take into con- 

sideration any other income or means of support available to 

any beneficiary and which is known to the Trustee. 

Because it is entirely possible under combinations of all the fore- 
going clauses that not all the income may be needed or paid out in any 
year (observe that there is no provision requiring distribution of a// the 
income) we shall need to add one further direction to the trustee, 
namely: 

Any income not so paid out under the foregoing provisions 

shall be accumulated and added annually to the principal of 

the trust. 

What are the tax results of these clauses? Fundamentally, the in- 
come will be taxed to the person who received it since, to the extent that 
the trust has taxable income and distributes it to beneficiaries, the trust is 
regarded merely as a conduit for the transfer of the income.’ And the 
character of that income is the same in the hands of the beneficiary as in 
the trustee which received it. This avoids the double tax present in the 
corporation picture where the corporation pays tax on its income and then 
the shareholders who receive dividends pay a second tax. The mere fact 





1Int. Rev. Cope oF 1954, §§ 661, 662. 
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that the beneficiary may be a minor makes no difference since minors are 
taxpayers just as adults. This is the basis for the oft-suggested idea of 
paying a minor $599 either directly or for his benefit. He, having his 
own personal exemption, will neither file a return nor pay income tax on 
that amount of income, and yet, if his parent still supplies over half the 
amount of funds necessary to provide for his living expenses, the parent 
may still claim him as a dependent. 


This is not to suggest that you must limit the amount paid to the 
minor to that $599. Under Internal Revenue Code Section 151(e), if 
the child is under nineteen or a student he may receive amy amount of 
income without depriving his parent of the dependency exemption as long 
as the parent actually furnishes over half of his support. Of course, if 
the income paid to the child runs $600 or over, then the child will have 
to file his own tax return and possibly pay tax—but that may still afford 
economies since the tax will presumably be still in low brackets, This 
idea has often been suggested as a good way for a parent to help provide 
for college funds for his children. He creates a trust to pay each of his 
children $599 per year. When the income is paid to them it is deposited 
in their individual bank accounts and allowed to accumulate until they 
attend college, when they (under banking law) can withdraw it on their 
own signatures. 


Any income which is not actually paid out or credited to a bene- 
ficiary (t.e. it is accumulated by the trust) is taxed to the trustee. Such a 
trust is known as a “Complex Trust” which has an exemption of $100,? 
and—the important fact—its tax rates start from twenty per cent just 
as with an individual taxpayer. One word of warning, however, is 
appropriate here. Most such trusts, in addition to having provisions like 
those above relating to the distribution of income, will also provide as a 
matter of greater flexibility that the trustee, if necessary, may invade the 
principal of the trust if the income is insufficient to provide adequately 
for the beneficiaries. If this is done, and if the trust has been accumu- 
lating income in the past, then the so-called “Throwback Rule” may 
apply with the net result ‘that this distribution which, for trust purposes is 
regarded as principal, may be taxed as income.* This rule should not be 
overlooked in considering the tax results of trust distributions. 

So far we have discussed situations in which the trustee alone is 
given the final decision as to the payment of income to beneficiaries. 
Many times, however, the draftsman finds that his client strenuously 
objects to such an unrestricted grant of power, particularly to a corporate 
trustee. He, frankly, may not trust the judgment of any trust officer to 
that degree. In such cases the use of a “Trust Advisor” is usually sug- 
gested for the purpose of controlling the distribution. The trust advisor 
may be a friend of the family or, more usually, a member of the family. 





2Int. Rev. Cope oF 1954, § 642(b). 
3InT. Rev. Cope oF 1954, §§ 665, 666. 
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We handle this arrangement by revising the above clauses to eliminate 
the provision giving the trustee the sole discretion and in lieu thereof 
stipulate that: 

The Trustee shall pay to or for the benefit of (the class of 

beneficiaries) such amounts of the income as shall be directed 

in writing by my son, John. In the event my said son, John, 

be not living, available or capable to act, then the trustee shall 

make such payments as may be so directed by my daughter, 

Mary; and, if she also be not living, available or capable of 

acting, then in the sole discretion of the Trustee. 

We should immediately observe that in any such case the trust 
advisor should not himself be in the class of beneficiaries to whom the 
income may be distributed. If he is, then he could, under this power, 
elect to give it all to himself, with the result that he would be taxable 
on the entire income even though he might actually direct that it all be 
paid out to others. Next, we should note that such a directional power 
may be either limited or without standards, just as in the case of the 
trustee. 

A final note of caution in connection with the use of the trust ad- 
visor is that when the beneficiary group includes those whom the advisor 
is legally obligated to support, if he directs that distributions be made to 
them and if the income is used to discharge his legal obligation of sup- 
port, then he (the advisor) will be taxed with the income so used.* This 
statement will immediately raise the question of what sort of expendi- 
tures constitute the “discharge of his legal obligation to support,” which 
is indeed a troublesome poiht. However, without attempting to go into 
the ramifications, reference should be made to the regulations which 
clarify the situation at least in part.° 

Up to this point we have considered the use of the single trust with 
multiple beneficiaries; now we shift our attention to the second major 
method of achieving good tax results between trust and beneficiaries, 
which is that of separate or multiple trusts. These may sometimes be 
designated as “shares” of a trust rather than “trusts”, but as long as they 
are actually separate units the term does not matter. We noted that the 
single trust idea is most useful where the amount involved is not too 
large and where any one or more of the beneficiaries might some time 
need the whole fund. Conversely, when the fund at the outset is large 
(i.e. large enough that no beneficiary could possibly need it all) or, 
alternatively, when the period of dependency of the beneficiaries has 
passed, then the trust may well be split up into separate parts for the 
various family units which are to participate, 

This arrangement makes each family unit quite independent of the 
needs or demands of any other unit. It is a more flexible device when 
benefits are to run for different lengths of time; and it will also be 











4Int. Rev. Cope oF 1954, § 678(c). 
5 Rev. Reg. § 1.678(c). 





56 OHIO STATE LAW JOURNAL [Vol. 20 


found useful where investment objectives may vary for different families. 
These are at least some of the logical motives that may indicate the use 
of separate shares. Depending upon the particular time when you prefer 
to create the separate shares, the following offers an idea as to the clause 
which can set them up: 

Upon the death of my wife, or upon our youngest child from 

time to time surviving me and my wife attaining the age of 

twenty-two (22) years, the Trustee shall divide the then trust 

estate into as many equal shares as there shall be children of 
mine either then surviving or then deceased but leaving issue 
then surviving, and one such share shall be set apart for and 
held for the benefit of each such then living child of mine 

and one such share shall be set apart for and held for the 

benefit of the then living issue, on a per stirpes basis, of each 

deceased child of mine. 

You will note that this clause is tailored to fit in with a single trust 
which can precede it pending the youngest child’s getting through college 
(age twenty-two). If, on the other hand, it is deemed preferable not to 
wait until that time, then the preliminary clause may be limited to the 
death of the wife alone, or the trust divided or created even at the death 
of the trustor. The choice is more often than not a result of the personal 
preference of the client. 

From this point on in the drafting of wording respecting the in- 
dividual shares, you will proceed on the same basis as outlined above 
with respect to the single share. In other words, you may have the same 
“sprinkling” of the income among a group consisting of the child, his 
spouse and his lineal descendants. Also, the same theory with reference 
to accumulation within each share is applicable here. Thus, by way of 
illustration, if the total trust had income of $36,000, divided into three 
shares for children, each of whom was married and had three children, 
you could split up this gross income into eighteen payments of $2000 
each (three children plus their spouses plus nine grandchildren plus three 
trusts). The resulting income tax savings are obvious. 


Apart from the above income-sprinkling devices, another very use- 
ful concept which you can use relates to estate planning for owners of 
closely held businesses. More often than not we find that more than half 
of the owner’s net estate (after payment of all cash requirements in- 
cluding taxes) will be represented by shares of stock of the corporation 
in which he wants his family to retain control. In order to get the 
maximum marital deduction you will usually have to figure on some 
part of that stock going into the marital trust. The client, however, is 
often concerned lest his wife remarry and her spouse in some fashion 
come into possession of some of this stock. If the corporation may be 
expected to pay substantial dividends in the future (and if it does not 
then perhaps it should not be retained at all) there is a method of ap- 
proach which can at least minimize some of the client’s worries and pick 
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up some income tax savings in the process. The gist of the idea is that we 
authorize the ““B” (non-marital) trust to accumulate its dividend income 
and use the cash to purchase close corporation stock from the “A” 
(marital) trust. 

An illustration will show how this could function. Assume that the 
close corporation stock pays dividends to the trustee in the amount of 
$30,000, of which half is allocated to the A trust and half to the B 
trust. Let us also assume that the widow will need $20,000 after-tax 
income to maintain her standard of living. If we utilized the standard 
procedure of having all the income from both trusts payable to the 
widow, she will have only $16,800 net after taxes (assuming that she 
has other income in an amount equal to her deductions and personal 
exemption). If, however, we utilize the suggested procedure, we would 
have her getting $15,000 dividends from the marital trust (she must, of 
course, get these in order to qualify a power of appointment type marital 
trust) and out of that she will have $10,300 net left after taxes. As to 
the other $15,000 however, we have the B trust accumulate it. The 
trustee pays the income tax of $4700, leaving a net after tax of $10,300, 
which it then uses to purchase some of the close corporation stock from 
the trustee of the A trust. Assuming no capital gain is involved, this 
$10,300 will then be held by the A trust as corpus and may be dis- 
tributed to the widow as such (under a proper provision of the A trust, 
of course). This comes to her tax free so that she will thus have after 
taxes a total of $20,600. As a result, in this operation we have increased 
her spendable cash by some $3800 per year which is worthwhile in itself. 
In addition, however, we have achieved some other good results. We 
are gradually depleting the marital trust which will be subject to tax at 
her death, and notably we are getting out of that trust the corporation 
stock which is most likely to be increasing in value. Then, too, we are 
decreasing the chances that she might exercise her general power of 
appointment to give the stock to a new husband, and at the same time 
shifting the stock over to the trusts for the children where the estate 
owner wanted it to go. 

Another special type of arrangement which may be included in the 
trust in those cases where it is anticipated that some of the investments 
may be tax free municipal bonds, is a specific authorization to the trustee 
to allocate such bond interest to and among such of the beneficiaries as it 
may deem best. In this fashion, the beneficiary in the high tax bracket 
may be given all or a large portion of the income of such bonds, which 
will give him a far greater net benefit than a much larger amount of 
ordinary dividends. In the absence of specific authorization to the trustee 
to make such an allocation, it is likely that the tax free income will have 
to be apportioned among all the income beneficiaries. 

In conclusion, we would suggest that the multiple trust—multiple 
beneficiary—accumulation concept is the most commonly used device to 
get the best tax advantages between beneficiaries; and perhaps what is 
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more important, it generally does a better job for the family than the 
trust forms formerly in vogue. To get the maximum good out of it, 
however, will take a certain amount of selling on the part of the attorney 
because few clients are familiar with the idea and many are suspicious of 
trusts for any purpose. We believe, however, that most clients, once they 
are shown the possible results, are not at all unhappy about the prospect 
of giving their families more income at the expense of the Treasury. 























PART lI—FAMILY TAX PLANNING 


INTRODUCTION 


Part II will consider some of the most important tax problems and 
tax saving opportunities in family tax planning. Typically, in the case 
where a business is involved in the family picture, our tax planning dis- 
cussions may encompass business subjects as well—a division of the busi- 
ness entity; or a shift in voting control and equity ownership from the 
older to the younger members; or a buy and sell agreement. This dis- 
cussion covers only a segment—albeit the major segment—of family tax 
planning. We will deal with those aspects of the subject pertaining to 
family gifts, joint and survivorship property, the short-term trust, life 
insurance, and, turning to testamentary planning, the marital deduction, 
what to do with property not included in the marital deduction gift, and 
what special problems should be considered in planning the wife’s estate. 


Facts 


To set the stage for this discussion we have conjured up a hypo- 
thetical client, Earl Beaver, who has consulted us because he needs a new 
will. Earl is also interested in any suggestions we might have for re- 
ducing his income taxes, Ear] is fifty years old, and has a wife, Betty, 
age forty-eight. They have two children, Linda, twenty-three (she is 
married to a medical student, age twenty-four, and has two small chil- 
dren), and Larry, seventeeri (he is single). Betty’s mother, who is 
seventy-five years of age, is entirely dependent upon the Beavers for her 


support. 


Earl is a manufacturer’s representative and his annual income 
averages $70,000 a year principally from the following sources: 


Salary from Manufacturer’s Representative, Inc. ____ $50,000 
Dividends from Manufacturer’s Representative, Inc. 5,000 
EE AE 
0, es 


Earl and Betty now have one-page wills in which each leaves 
everything outright to the other. Their estates are approximately as 
follows (at fair market values except as otherwise noted): 


Property Ownep BY Eari 


Life insurance on his life: 

Cash Value Face Amount 
(a) 20-pay life (paid up) ---.- ---$ 5,000.00 $10,000.00 
(b) Endowment at age 60..-__-_-__ 9,500.00 20,000.00 
(c) Ordinary life _..___.____._..._-__ 4,000.00 60,000.00 
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(d) National Service Life 


Insurance (term)_____-__ 10,000.00 
REM 95,000.00 
Commercial real estate__________ Le 70,000.00 

Less mortgage _._.______________ 10,000.00 60,000.00 
UE NO iia csecdi sidney iceman 40,000.00 
100% of stock of Manufacturer’s 

Representative, Inc. __.__-_---_--- 55,000.00 


PROPERTY OWNED BY BETTY 


I RN ae $ 8,000.00 
Jewelry and other personal property.__._...__.___.___.__.___ 4,000.00 


PRoPERTY OWNED BY EARL AND 
Betry JOINTLY 


Checking account in the names of Earl and Betty and 


the survivor of them (deposits made by both) _______ _$ 5,000.00 
Series E Bonds in names of “Earl or 

Betty” (purchased by Earl) ares shia 15,000.00 
Residence in names of Earl and Betty and the 

survivor of them (paid for by Earl)_-__-___-_-______ 40,000.00 


During the course of the ensuing discussion we will attempt to 
cover some of the problems—and some of the tax saving opportunities— 
which should be considered in planning the affairs of our hypothetical 
Mr. and Mrs. Beaver. 
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GIFT PLANNING TO SAVE TAXES 


Howarp M. Konun* 


THE IMMEDIATE PROBLEMS 

One of the immediate problems confronting Earl Beaver is that 
with a $70,000 annual income he finds himself in an extremely high in- 
come tax bracket, and he is paying out approximately $26,000 a year in 
income taxes. 

Another problem, which he does not really appreciate until we 
orient him, is that on his and his wife’s deaths their $420,000 of property 
will be reduced by between $90,000 and $120,000 under their present 
wills, on account of federal estate taxes.! This, of course, is not a tax 
on income; it is a capital levy, reducing the amount of property they 
could pass on to their children. 

Some of the considerations involved in reducing the Beavers’ estate 
and income taxes without loss of their property are discussed imfra. 

But equally important, and too often not adequately considered, 
are the even greater advantages of making some immediate gifts of 
income-producing property within the family. Such gifts may effect im- 
mediate income tax savings by shifting income away from the high in- 
come tax brackets of the head of the family and into the lower income 
tax brackets of the donees. At the same time they will save estate taxes 
by cutting down the donor’s taxable estate. Accordingly, the first subject 
to which we address ourselves.is the subject of gifts. 


Amounts WuicH May Be Given Away FREE oF Girr Tax 
It is weli known—and there is no need to dwell on the technical 
rules in this discussion—that by taking advantage of the gift-splitting 
provisions of the law,” the annual $3,000 gift tax exclusion,® and the 
$30,000 lifetime gift tax exemption,* a married couple can give away 





* Of the firm of Grossman, Schlesinger and Carter, Cleveland, Ohio; mem- 
ber of the Ohio Bar. 
1 The computation of those federal estate taxes, assuming their present 
estates remain intact, is briefly as follows: 
Estate tax if Earl predeceases Betty 


On Earl’s death (approximately) . . . . . $ 30,000 
On Betty’s death (approximately) . ... . 90,000 
Aggregate ...... . . $120,000 
Estate tax if Betty predeceases Earl 
On Beye Gem. wt tt th tw ll EH 
On Earl’s death (approximately) . ... . 90,000 
Aggregate ....... . $ 90,000 


2 Int. Rev. Cope oF 1954, § 2513. 
3 InT. Rev. Cope oF 1954, § 2503(b). 
4Inr. Rev. Cope oF 1954, § 2521. 
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very substantial amounts entirely free from any gift tax. For example, 
assuming advantage were taken of the gift-splitting provision of the law, 
in 1958 Earl Beaver could make gifts of $24,000 within his and his 
wife’s gift tax exclusions (they have two children and two grand- 
children), and in addition he could give away $60,000 within his and his 
wife’s lifetime exemption—an aggregate of $84,000 in one year. If 
we look at a five-year stretch, Beaver could give away $24,000 per year 
for five years or an aggregate of $120,000 within the gift tax exclusions, 
plus $60,000 within his and his wife’s lifetime exemption, or an aggre- 
gate of $180,000 over a five-year period. Obviously, even in an estate 
as large as the Beavers’, the gift tax is not much of a factor, 


Reasons Wuy Even Taxasie Girts May Save 

Moreover, and this is an aspect of family tax planning which is 
often overlooked, even taxable gifts will almost always save transfer 
taxes—for at least four reasons. 

The first reason is that the gift tax rates are substantially lower 
than the estate tax rates. Thus, for example, the estate tax rate on the 
portion of a taxable estate falling in the $100,000 to $250,000 estate 
tax bracket is 30 per cent.” The gift tax rate on taxable gifts falling in 
the $100,000 to $250,000 gift tax bracket is only 22% per cent.® 

Secondly, and more important, in making gifts the donor will be 
removing property from his estate in his top estate tax bracket, whereas 
ordinarily the gift will fall not in the corresponding gift tax bracket but 
in a much lower, or a zero, gift tax bracket. Let us assume, for example, 
that Beaver were to make a taxable gift to his children of $100,000. 
Furthermore, for simplicity, let us assume that Beaver has no lifetime 
exemption or gift tax exclusion available, and that no prior taxable gifts 
have been made; and let us ignore the estate tax marital deduction. The 
result of that $100,000 gift would be to remove $100,000 from 
Beaver’s estate tax bracket at the $250,000 to $350,000 level, where the 
estate tax rates are 32 per cent. But the $100,000 gift will not be taxed 
for gift tax purposes in the $250,000 to $350,000 gift tax bracket; 
instead, it will fall in’the zero to $100,000 gift tax bracket where the 
gift tax rates start at 244 per cent. That is, the gift comes off at the 
top of the estate tax ladder and is inserted at the bottom of the gift tax 
ladder, on top only of prior gifts. 

The third reason why gifts save transfer taxes is that the gift tax 
is a met tax, whereas the estate tax is a gross tax. Take that same 
$100,000 gift. If Beaver were to make that gift, the gift tax would 
be computed by applying the gift tax rates to $100,000, the amount of 
the net gift. Assuming advantage were taken of the gift-splitting pro- 
visions of the law, the gift tax would come to approximately $10,000." 





5InT. Rev. Cope or 1954, § 2001. 
6 Int. Rev. Cope or 1954, § 2501. 
7 Ibid. a 
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As a result, how much would be removed from Beaver’s estate? 
$110,000—although the gift tax was paid on only $100,000. 

Now suppose, instead, that the gift is not made. The $110,000 
remains in Beaver’s estate and Beaver dies. The estate tax rate will be 
applied to the gross amount—$11(,000—not to the net amount passing 
to the beneficiaries. 

Thus, the estate tax is a tax on the gross amount, It is a gross tax. 
The gift tax is a tax on only the net gift. It is a net tax. 

The fourth reason that lifetime gifts save transfer taxes relates to 
the fact that a gift today, while Mrs. Beaver is living, will be split if she 
consents, and taxed for gift tax purposes one-half to Beaver and one-half 
to his wife. But if no gift is made then the estate splitting provision of 
the law—the marital deduction—will operate in Beaver’s estate only if 
Mrs. Beaver survives him. If Betty Beaver does not survive her hus- 
band, then Earl’s entire estate, with no marital deduction, will be subject 
to the estate tax at one time—with no estate splitting. Thus a gift today 
is assured of the benefits of splitting. If a gift is not made then the 
benefits of splitting will not be obtained unless Earl’s wife happens to 
survive him, 


GiIFts TO THE WIFE 


Before talking about gifts to the children and grandchildren, we 
should give some thought to the size of Mrs. Beaver’s estate. We have 
here the not uncommon situation in which the husband has a very sub- 
stantial estate, but the wife has only a small amount of separate property. 
Would there be any advantage in making gifts to Mrs. Beaver to try to 
equalize her estate with that of her husband? 

Income tax wise there would be no advantage, since they are un- 
doubtedly filing joint income tax returns. 

Turning to the estate tax, however, if Betty should predecease Earl 
then on her death most of her $60,000 estate tax exemption® would go 
unused; and on Earl’s later death, since his estate would be entitled to 
no marital deduction, his $420,000 estate would reach the 32 per cent 
estate tax bracket. 

On the other hand, if Betty’s estate were built up by gifts to 
approximately $100,000, the result then would be that if she were to 
predecease her husband her $100,000 estate would be exempt from 
estate tax to the extent of the $60,000 estate tax exemption—and the 
remaining $40,000 (assuming no marital deduction were available) 
would be subject to estate tax at rates ranging from 3 per cent to 22 per 
cent or an average rate of approximately 12 per cent. Yet this $100,000 
of property will have come out of Earl’s estate at his top 32 per cent 
estate tax bracket. 

In short, it will generally be found that, if the husband’s estate is 
large, gifts to the wife to bring her estate up to approximately $100,000 





8 Int. Rev. Cope oF 1954, § 2052. 
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will probably result in substantial estate tax savings if she should pre- 
decease her husband—and no tax disadvantage if she should survive him. 


Girts TO CHILDREN AND GRANDCHILDREN 

Ordinarily, in family tax planning, where substantial estates are in- 
volved, it will be particularly advantageous to transfer income-producing 
property to children or grandchildren, The purpose of such gifts, of 
course, is not only to remove the property from the donor’s taxable estate, 
but also to shift the income from his income tax returns to those of the 
donees, with resulting substantial and recurring annual income tax savings. 

The first important question in this connection, of course, is the 
non-tax question of whether such gifts are appropriate, having regard to 
the adequacy of the parents’ estates for their own requirements, and the 
other facts relating to the family picture. We may assume that in the 
Beaver situation it will be readily agreed that a gift program is advisable. 


Outright Gifts 


The next important question is whether the gifts should be made 
outright or in another form. An outright gift is perhaps the simplest, 
but has some disadvantages, depending upon the age of the donee, the 
nature and amount of the gift property and of the donee’s separate 
property, and management and other family considerations, 

If a gift of securities or real estate is made outright to a minor, 
it may be impossible later to transfer that property during the donee’s 
minority without the appointment of a legal guardian. Therefore, in the 
case of a gift to a minor, unless the gift is to be and remain in cash or 
government bonds, it is necessary to consider some of the other forms in 
which such a gift can be made. 


Gifts of Securities to Minors in Statutory Custodianship Form 


If the proposed gift is to be of securities, and if it is to be to a 
minor (Beaver’s grandchildren), then one possible vehicle which we can 
use is the custodianship form authorized by a statute enacted in Ohio in 
1955.° This statute eliminates many of the practical difficulties in making 
modest gifts to minors, but in a limited area only. It applies only to gifts 
of securities. Under this statute, a gift of securities may be made to a 
minor by delivering the securities to a custodian for the minor, registered 
in the name of the custodian if the securities are in registered form.’® 
The custodian may be any adult member of the minor’s family, or any 
guardian of the minor. 





® Onto Rev. Cope §§ 1339.19-.28 (1953). 
10 Onto Rev. Cope § 1339.30 (1953). If in registered form the securities 
should be registered as follows: 
OS aca al as custodian, for__..------- , @ minor, pursuant 
to sections 1339.19 to 1339.26, inclusive, of the Revised 
Code of Ohio.” 
If the securities are in bearer form, then a deed of gift is required. 
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During the custodianship term the custodian has a broad investment 
power, subject only to a prudent man rule—except that he may invest 
only in securities and he may keep cash in bank accounts."? He may not 
invest in any other form of property. The custodianship income and 
principal may be applied for the support and benefit of the minor, in the 
discretion of the custodian, until the minor attains age twenty-one—and 
this without regard to the duty or ability of the parent to support the 
child."* The gift to the custodian is irrevocable, of course, and the 
statute provides that it gives the minor indefeasibly vested legal title.’® 
At age twenty-one the property must be distributed outright to the child. 
If he dies before attaining twenty-one, then the property is distributed to 
his estate.™* 

The Internal Revenue Service has ruled that a gift to a custodian 
under a state statute similar to Ohio’s qualifies for the gift tax exclusion.’® 
It has also ruled, since the custodianship is not a trust and legal title is in 
the minor, not the custodian, that in general custodianship income is to be 
reported on the minor’s individual income tax return. If, however, any 
custodianship income is used for the support of the minor, in satisfaction 
of the parents’ obligation to support, such income will be taxed for in- 
come tax purposes to the person having the obligation of support. That 
is, he will be treated as having received the benefit of that income.”® 

This is the same rule that is applied to trust income.’* The moral is 
that the custodianship income should not be used for the minor’s support. 

Still a third custodianship ruling has dealt with the estate tax treat- 
ment of custodianship property on the death of the donor, where he is 
the custodian.’® As was previously mentioned, the custodianship statute 
gives the custodian the right to pay the income and principal over to the 
minor at any time or to withhold it from him until he attains age twenty- 
one. That power is so broad as to have persuaded the Commissioner— 
and he so ruled—that if the power is retained by the donor naming 
himself the custodian, then if the donor dies during the custodianship 
term the custodianship property will be included in the donor’s estate 
for federal estate tax purposes. The theory of the ruling is that, having 
regard to the provisions of the custodianship statute, the donor has re- 
tained such broad powers over the custodianship property as to amount to 
a power to alter, amend or revoke the gift. 

The correctness of that ruling is open to serious question.’® The 





11 Onto Rev. Cope § 1339.21 (1953). 

12 Tbid. 

13 Ou10 Rev. Cope § 1339.20 (1953). 

14 Onto Rev. Cope § 1339.21(A) (1953). 

15 Rev. Rul. 86, 1956-1 Cum. BuLt. 449. 

16 Rey. Rul. 484, 1956-2 Cum. Butt. 23. 

17 Rev. Reg. § 1.662(a)-4. 

18 Rey. Rul. 57-366, 1957 INT. Rev. BuLL. No. 32. 

19The custodianship statute expressly states that a gift in custodianship 
form vests legal title in the minor. Accordingly, the Commissioner’s application, 
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moral for our purposes, however, is clear: to avoid the estate tax on 
custodianship property in the donor’s estate, the donor should not name 
himself the custodian. 

With someone other than the donor serving as custodian, however, 
and assuming the gift is of securities in modest amounts and that there 
will be no objection to letting the property pass to the minor outright at 
age twenty-one, the custodianship form does offer one convenient vehicle 
for making gifts to minors. 

The custodianship form does have some serious limitations, how- 
ever. First of all, it cannot be used for gifts of any kind of property 
other than securities. It cannot be used for real estate, life insurance or 
partnership interests. Reading the statute literally, there is no provision 
even for giving cash to the custodian. Secondly, the custodianship cannot 
continue beyond age twenty-one. This will constitute a serious dis- 
advantage in many cases where substantial amounts of property are 
involved. 

These disadvantages can be avoided, and numerous additional ad- 
vantages can be gained, if a trust is used. Let us therefore compare two 
types of trust which might be employed in Beaver’s gift program. 


Gifts in Trust 


1. Trust Satisfying the Provisions of Section 2503(c) 

If property other than securities is to be the subject matter of gifts 
to Beaver’s minor grandchildren, then one type of trust which might be 
employed is a trust satisfying the requirements of Section 2503(c). Such 
a trust will be suitable where, but for the fact that the donees are minors, 
the donor would be willing to make the gifts to them outright, and he is 
satisfied to let the property pass to them outright when they attain age 
twenty-one. 

The reason we have a special code provision in this area relates to 
the gift tax exclusion. The federal gift tax law has long provided that 
the $3,000 annual gift tax exclusion”’ is not allowed for a gift of a 
future interest in property. Prior to 1954 it was well settled that when 
a gift is made to a trustee in a conventional trust form, the trustee having 
discretion to pay income and principal to the beneficiary during the term 
of the trust, and the trust having a termination date in the future at 
which time the trust property is to be distributed outright to the bene- 
ficiary, such a gift was a gift of a future interest.22 No exclusion was 
allowed. Yet, prior to 1954, frequently the only satisfactory way to 
make a gift of property to a minor was to make the gift in trust. 








in Revenue Ruling 57-366, of the trust rules of Lober v. United States, 346 U.S. 335 
(1953), and Commissioner v. Estate of Holmes, 326 U.S. 480 (1946), seems un- 
justified. 
20 Int. Rev. Cope oF 1954, § 2503(b); see INT. Rev. Cope oF 1939, § 1003(b). 
21 For a good general discussion of this subject see Fleming, Gifts for the 
Benefit of Minors, 49 Micn. L. Rev. 529 (1951). 
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This problem was alleviated in 1954 by the addition to the law of 
Section 2503(c). Under that section if a gift is made for the benefit 
of a minor, the gift will be treated as a gift of a present interest and the 
gift tax exclusion will be allowed, if the property and the income there- 
from may be expended by or for the benefit of the minor during 
minority; and if any of the property not so expended will be given to 
him outright when he attains twenty-one—this means that the minor 
must be the sole beneficiary of the trust; and if he dies before attaining 
twenty-one then the property will be payable to his estate or pursuant to 
his exercise of a general power of appointment. A trust satisfying those 
requirements can readily be used for a gift of an interest in real estate, 
or of life insurance, as well as securities, 

The treatment of the income of the trust for income tax purposes 
will be discussed below. 

Turning briefly to the estate tax treatment of such a trust, if the 
beneficiary of the trust should die before attaining age twenty-one, then 
the corpus of the trust will, of course, be part of his estate for federal 
estate tax purposes.” The more difficult question is, is there any danger 
of the corpus being part of the taxable estate of the donor if he should 
die during the term of the trust? If Beaver should make gifts to a trust 
satisfying the requirements of Section 2503(c), and if he should desig- 
nate himself as trustee, then presumably he as trustee will have the power 
to decide whether and to what extent income and principal should be 
paid to or for the benefit of the beneficiary during the term of the trust. 
In that situation, namely, where the grantor as trustee has retained the 
discretionary power to distribute the property or to retain it in the trust 
for later distribution to the beneficiary, the United States Supreme Court 
has held that the grantor has retained a power to alter, amend, revoke 
or terminate,”* with the result that if the donor dies while serving as 
trustee, the trust corpus will be included in his estate for federal estate 
tax purposes.** Therefore, Beaver should not serve as a trustee of the 
trust. In addition, we should avoid reserving any benefits in favor of the 
grantor.” 

If Beaver were to name his son-in-law as trustee of a trust for one 
of his grandchildren, we would then have as trustee the parent who is 
obligated to support the child. It might be argued that then the parent 
has the power to use the trust funds to support his child whom he has an 
obligation to support, and that this constitutes a power to use the trust 
funds for the parent’s own benefit, resulting in an estate tax danger to 





22 Int. Rev. Cope oF 1954, § 2033. 

23 Lober v. United States, 346 U.S. 335 (1953). 

24InT. Rev. Cope oF 1954, § 2038. 

25 See InT. Rev. Cope oF 1954, § 2036-38. Irrespective of whether or not 
the grantor is a trustee of the trust, gifts made within three years prior to his 
death will, unless shown to the contrary, be deemed to have been made in con- 
templation of death. See Int. Rev. Cope or 1954, § 2035. 
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his estate if he should die during the term of the trust.2® We should 
therefore advise Beaver that the parent having the obligation of support 
should likewise not be named as a trustee; or in the alternative, the trust 
should expressly provide that no distributions should be made discharging 
any legal obligation of the trustee. 


2. Trusts Not Satisfying the Provisions of Section 2503(c) 
Because Not Limited to Minority 

The Section 2503(c) trust is useful in a limited area. It too, how- 
ever, has one important limitation: when the beneficiary attains twenty- 
one the trust must terminate and the corpus be distributed to the child 
outright, regardless of the amount involved. This might be regarded as 
a serious disadvantage. Beaver might prefer to have the final distribution 
of the corpus postponed beyond age twenty-one. 

Indeed, in the case of Beaver’s children, if the amounts to be given 
to them are substantial, and if it is expected that they will accumulate 
substantial estates of their own (as may be true in the case of the son), 
or if it is thought that some assistance in the way of management should 
be provided (as may be true in the case of the daughter), then it might 
be desirable to continue the property in trusts for the children for their 
respective lifetimes. 

In drafting such trusts, we might provide for the beneficiary to 
receive all of the income; or we might provide for distributions of in- 
come to be determined in the discretion of the trustee. In addition, we 
would undoubtedly provide for distributions of trust principal from time 
to time to the beneficiary, and perhaps to his spouse and issue as well.?* 
We could provide for the trust to terminate, in whole or in part, at a 
specified date, or upon the beneficiary’s attaining a specified age. Or, we 





26 Rev. Reg. § 20.2041-1(c) provides in part as follows: “A power of ap- 
pointment exercisable for the purpese of discharging a legal obligation of the 
decedent . . . is considered a power of appointment exercisable in favor of the 
decedent or his creditors.” Such a power constitutes a general power of appoint- 
ment and is subject to estate tax under InT. Rev. Cope oF 1954, § 2041. For a 
discussion of this problem see CASNER, ESTATE PLANNING 184 (2d ed. 1956). 

27Special care must be exercised in drafting the trust documents, however, 
if individual trustees are used, because if a beneficiary-trustee is given too 
broad a discretion over income or principal of the trust, the income may be taxed 
to him, for income tax purposes, even though he does not receive it. See INT. REv. 
Cope oF 1954, § 678, discussed briefly below. Under certain circumstances if a 
trustee is given too broad a discretion over income or principal distributions, 
the income may be taxed to the grantor of the trust. See InT. Rev. Cope oF 1954, 
§ 674. If the trustee is also the beneficiary and has power to distribute principal 
to himself, that power will not be a taxable power of appointment for estate tax 
purposes if it is limited by an ascertainable standard relating to his support, 
maintenance, health or education. INT. Rev. Cope oF 1954, § 2041. Rev. Reg. 
§ 20.2041-1(c) (2), gives several examples of powers which are limited by the 
requisite standard, including powers exercisable for the holder’s “support,” 
“support in reasonable comfort,” “maintenance in health and reasonable comfort,” 
and “support in his accustomed manner of living.” 
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might have the trust continue for the lifetime of the beneficiary. In 
any event, the beneficiary could be given the power by his will to dispose 
of any property remaining in the trust on his death, in favor of members 
of his family or any other persons other than his estate or his creditors 
or the creditors of his estate, without requiring the inclusion in his estate, 
for federal estate tax purposes, of the property remaining in the trust on 
his death.”* 

Now, what of the gift tax exclusion for a gift to such a trust? It 
has been held that where the beneficiary has the right at any time to 
demand and receive the trust assets from the trustee, free of the trust, 
such a right constitutes a right to present enjoyment and qualifies the 
gift for the gift tax exclusion.” There may be several objections to 
giving the beneficiary so broad a power, however. Entirely apart from 
taxes, the grantor may be unwilling to authorize the beneficiary to take 
down all of the assets from the trust. If it is desired to keep the trust 
property out of the beneficiary’s taxable estate, that objective would be 
lost by giving the beneficiary power to take down all of the trust 
property, since such a power would be a general power of appointment.*° 
A practical solution for those problems is to draft the trust document in 
such a way as to give the beneficiary or his guardian during each year 
the right to demand and receive from the trustee the amount of property 
transferred to the trust by way of gift during the current year, limited, 
however, to $5,000, thus giving the beneficiary a present interest in such 
gifts.** Thus, the gift tax exclusion need not be lost on a gift to such a 
trust. The treatment of the income of such a trust for income tax pur- 
poses will be discussed briefly below. 

What about the status of such a trust for estate tax purposes, on the 
death of the beneficiary, or on the death of the donor? Considering first 
the beneficiary, any property paid out by the trustee to the beneficiary 
during his lifetime, and owned by him outright when he dies, will of 
course be subject to estate tax in his estate at that time. On the other 
hand, property remaining in the trust on the beneficiary’s death need not 
be included in his estate for estate tax purposes, even though the bene- 
ficiary has been given the benefits of enjoyment of income and of 
principal and the testamentary power of disposition mentioned above, 
assuming only that the trust has been carefully drafted and that the 





28 Int. Rev. Cope oF 1954, § 2041(b) (1). 

29 Gilmore v. Commissioner, 213 F.2d 520 (6th Cir. 1954); Kieckhefer v. 
Commissioner, 189 F.2d 118 (7th Cir. 1951); contra, Stifel v. Commissioner, 197 
F.2d 107 (2d Cir. 1952), on the ground that there was no guardian who could 
exercise the power for the minor beneficiary. 

30 InT. Rev. Cope oF 1954, § 2041(b) (1). 

31 For a complete discussion of this subject and of the technical rules making 
the $5,000 limitation advisable see Cavitch, Obtaining the Gift Tax Exclusion 
on Gifts in Trust: Drafting and Legislative Suggestions, 51 Micu. L. Rev. 621 
(1953). 
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beneficiary has not otherwise been given a general power of appoint- 
ment.*? 

At this point it would be well to point out to our friend Beaver 
that if his child were to receive property from Beaver outright, and if 
the child were subsequently to place such property in a trust reserving 
to himself the identical income and other benefits mentioned above, the 
child would not thereby succeed in removing such property from his 
taxable estate.** But his father, Beaver, by adopting the trust plan now, 
at the time when he sets out on a gift program, can give his child all of 
the benefits described above, yet avoid adding the gift property to his 
child’s taxable estate, thereby accomplishing for the beneficiary the estate 
tax saving as well. Thus, in a very real sense, the parent here can do 
for his child what the child could never do for himself. 

We will also wish, of course, to avoid having the trust gift thrown 
back into Beaver’s estate for estate tax purposes when he dies. We will 
therefore avoid reserving any benefits in favor of Beaver, the grantor.** 
We will advise Beaver not to serve as a trustee.*° And we will advise 
Beaver to take care of himself for three years so that we will not have to 
argue about contemplation of death.** 


3. Income Tax Treatment of Trust Income 


We have now discussed two different types of trust—a trust for 
minor children, which will terminate at age twenty-one; and a trust for 
children which will continue beyond age twenty-one. The tax treatment 
of the income of those trusts year by year for income tax purposes may 
afford a further tax advantage to be gained from the use of trusts rather 
than outright gifts. 

Space limitations prevent consideration of the detailed rules 
governing the income tax treatment of trust income.*” It will be suf- 
ficient for our present purposes to recognize that in general the amounts 
received by the beneficiary from the trust during the year will be treated 
as his income, to the extent that the trust had ordinary income in that 
year. Income not paid out—that is, income retained by the trustee—will 
be treated as the trust’s income, taxed on the trust’s income tax return 
(and, in general, not taxed to the beneficiary again when ultimately paid 
to him). The trust then is a newborn income taxpayer, it is taxed in 
general as an individual, and its income tax rate on its retained income 
starts in the twenty per cent bracket. This division of trust income be- 





32 See INT. Rev. Cope oF 1954, § 2041(b) (1). 

33 InT. Rev. Cope oF 1954, §§ 2036-37. 

34 InT. Rev. Cope or 1954, §§ 2036-38. 

35 See Lober v. U.S., supra note 19. 

36 See INT. Rev. Cope oF 1954, § 2035. 

37 The sections involved are InT. Rev. Cope oF 1954, §§ 641-43, 651-52, 
661-63, 665-68, 671-78. For a complete discussion see Kamin, Surrey and War- 
ren, The Internal Revenue Code of 1954; Trusts, Estates and Beneficiaries, 54 
Cotum. L. Rev. 1237 (1954). 
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tween the beneficiary and the trust—that is, between two taxpayers—can 
result in very substantial income tax savings. Moreover, these are of 
course annual, recurring income tax savings, 

There are two broad groups of exceptions to the general rule that 
income distributed to the beneficiary is taxed to him and income retained 
by the trust is taxed on the trust’s income tax return. One of those two 
exceptions is the five-year throwback rule. This provision*® is a loophole- 
closing measure the effect of which is, within limits, to adjust the income 
tax on trust income which is retained in the trust and subjected to income 
tax there, if in fact such income is distributed to the beneficiary within 
five years thereafter. ‘The method employed, stated generally, is to 
provide that if in a given year a trust pays out more than its current 
year income (the excess is labeled an accumulation distribution), and if 
within the five preceding taxable years the trust has paid oat less than 
all of its income, then the accumulation distribution in the current year 
(to the extent it was accumulated in the five preceding years) will be 
taxed as income to the beneficiary in the current year. The tax, however, 
is to be no greater in the current year than it would have been had the 
beneficiary received the income in the year when it was earned by the 
trust; and credit is given for the tax paid by the trust in the prior year.*® 

At first blush it might appear that the five-year throwback rule 
eliminates much of the advantage of dividing trust income between the 
beneficiary and the trust and having part reported by each. This is not 
true, however, because of what are in substance four restrictions upon the 
rule which dull its teeth as applied to most of the situations with which 
the practitioner deals, 

The first restriction, and a very significant one, is that the throw- 
back rule applies only if the accumulation distribution exceeds $2,000 in 
the particular year. Thus, if the trust has $3,000 of income and dis- 
tributes $4,900, the distribution of $1,900 out of prior years’ accumu- 
lated income, because it is less than $2,000, will require no adjustment 
under the throwback rule.*® If, however, the trust were to distribute 
$5,100, the accumulation distribution being $2,100, the entire $2,100 
would be subject to the five-year throwback rule. Thus, a premium is 
placed upon keeping the distribution in excess of current year’s income to 
less than $2,000 a year. 

The second restriction upon the operation of the five-year throw- 
back rule is that it does not apply to income accumulated before the birth 
of the beneficiary or before he attains the age of twenty-one.*? 





38 Int. Rev. Cope oF 1954, §§ 665-68. 
39 For a good discussion and example of the operation of the five-year 
throwback rule see CASNER, EsTATE PLANNING: CASsEs, STATUTES, TEXT AND OTHER 
MATERIALS 594-603 (2d ed. 1956). 
40 Int. Rev. Cope oF 1954, § 665(b). 
41 Int. Rev. Cope oF 1954, § 665(b) (1). 
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Thirdly, it does not apply to amounts paid to meet the emergency 
needs of the beneficiary.” 

Fourthly, the throwback rule does not apply to amounts paid as a 
final distribution when the trust is terminated and the accumulated in- 
come, together with the principal, is paid out to the beneficiary—provided, 
only, that there have been no transfers to the trust within nine years 
preceding the date of final distribution.** 

Those four exceptions, and in particular the $2,000 a year excep- 
tion and the end distribution exception, still leave considerable area in 
which it will be advantageous for income to be accumulated in the trust 
to the extent not needed by the beneficiary, and subjected to income tax 
starting in the trust’s twenty per cent bracket.** 

The five-year throwback rule is one exception to the general rule 
that trust income will be taxed to the beneficiary to the extent distributed 
to him, and otherwise to the trustee. Another broad exception is a body 
of rules under which the trust income may be taxed to the grantor or 
another, even though such person received none of the trust income, on 
the ground that in substance he is the owner of the trust.“ It is not 
possible here to do more than flag those danger areas. They should, 
however, be checked carefully when the trusts are being drafted. 

First, if the grantor or certain other non-adverse parties have too 
broad a discretionary power to pay out or withhold income or principal, 
then the grantor will be treated as the owner of the trust, and be taxable 
on the trust income.*® We can give broader discretionary powers over 
income and principal to an independent trustee than we can safely give 
to a family trustee. On the other hand, even a family trustee can be 
given numerous powers which are expressly spelled out in Section 674, 
without the grantor incurring any tax troubles, 

Secondly, we must flag the danger to the grantor on account of 
certain so-called “administrative powers.”*’ Here we have to be particu- 
larly careful if closely-held stock is to be placed in the trust.** 

Thirdly, we must be careful of the provision treating a person other 
than the grantor as the owner of the trust and taxable on the income if 
he has the power exercisable solely by himself to take the trust income 
or principal.*® 

Two more danger areas involve old rules: rules taxing the grantor 


42 Int. Rev. Cope oF 1954, § 665(b) (2). 
43 Int. Rev. Cope or 1954, § 665(b) (4). 
44 See CASNER, op. cit supra note 39, at 599. 
45 InT. Rev. Cone oF 1954, §§ 671-78. 
46 Int. Rev. Cope or 1954, § 674. 
47 Int. Rev. Cope or 1954, § 675. Sections 673, 674 and 675 are the so- 
called Clifford provisions; they stem from the decision in Helvering v. Clifford, 
309 U.S. 331 (1940). 

48 Int. Rev. Cope or 1954, § 675(4). 

49 Int. Rev. Cope oF 1954, § 678. But see Funk v. Commissioner, 185 F.2d 
127 (3d Cir. 1950). 
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under certain circumstances if trust principal may be paid to him,” or if 
trust income may be paid to him or accumulated for him or applied to 
pay premiums on insurance on his life. 


SELECTING THE SuBjECT MATTER OF THE GIFTs 


One further subject which must be considered in our gift planning 
is the choice between what is to be given away and what is to be retained. 
Since one of the reasons we are considering gifts is to increase the 
amount of income Beaver’s family will retain after taxes, the amount of 
income produced by the different properties will be a factor. From this 
point of view we will tend to choose higher income rather than low in- 
come property—perhaps an interest in the real estate. 

Another important factor is the relation between the basis of the 
property and its value. For example, Beaver’s apartment house may 
have been held for a long time and have a remaining basis after depreci- 
ation of $10,000. On the other hand, the commercial property may 
have been recently purchased and may have a basis of $65,000. Which- 
ever property is chosen will be valued for gift tax purposes at its present 
value; but the donee will not be entitled to use that value as his cost basis 
if that value is less than the donor’s basis. Instead, the donee’s basis will 
be the same as the donor’s, increased, however, in certain cases, by the 
amount of gift tax attributable to such gift."* On the other hand, 
property which Beaver retains for his lifetime and which passes under his 
will, will take on a new basis in the hands of his heirs equal to the value 
at the date of his death, or at the optional valuation date if applicable.®* 
Thus, we may wish to try to avoid giving low basis property. 

Those are income tax considerations bearing upon the choice of the 
gift property. In addition, there are important estate tax considerations. 
What will be the effect of the gift on Beaver’s estate and estate tax 
picture? Which items in Beaver’s estate are likely to increase greatly in 
value? If the stock of Manufacturer’s Representative, Inc., is likely to 
appreciate in value, perhaps some of that future appreciation should be 
shifted to the children by giving them some of the common stock in the 
company. That may call for an examination into the stock structure of 
Manufacturer’s Representative, Inc. 

To summarize briefly: 

(1) We have seen that it will clearly be advantageous for 
Beaver to make some gifts, in order to effect both in- 
come tax and estate tax savings. 

(2) In the case of Mrs. Beaver, we would tentatively 
recommend gifts to her to increase her estate to perhaps 
$100,000. 

50 Int. Rev. Cope oF 1954, § 676. 

51 Int. Rev. Cope or 1954, § 677. 

52 Int. Rev. Cope oF 1954, § 1015, as amended by the Technical Amend- 


ments Act of 1958, § 43. 
53 Int. Rev. Cope oF 1954, § 1014. 
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In the case of gifts to the children and grandchildren, 
the amounts of the gifts and the form of the gifts will 
have to be decided upon after considering the over-all 
program. 

(A) Beaver could give securities to his minor grand- 
children, using the custodianship form, 

(B) Since real estate or life insurance or other non- 
security assets might be involved, however, we 
might wish to use trusts for the grandchildren 
qualifying under Section 2503(c). ‘Tentatively, 
we would recommend the trusts. 

(C) Turning to Beaver’s children, we will probably 
consider a trust gift for the daughter—possibly for 
the son as well. These would be trusts which 
would give the children income benefits, distribu- 
tions of principal for support, maintenance and 
health, and a power of appointment in favor of 
their spouses and issue, and yet would avoid adding 
the principal of the trusts to the children’s taxable 
estates. 

In drafting these trusts, we will want to keep in mind 
the various possible income distribution patterns and the 
five-year throwback rule, Finally, we will keep in mind 
the various danger areas which must be avoided in order 
that the grantor and the trustee will not encounter un- 
expected income or estate tax consequences on account 
of the trust income or principal. 























JOINT AND SURVIVORSHIP PROPERTY 


Dona_Lp C, ALEXANDER* 


The inventory of the Beavers’ estates shows that title to the Beaver 
residence, purchased by Earl Beaver with his own funds, was taken in 
the names of Earl and Betty and the survivor of them, and that Earl 
bought Series E government bonds in the name of Earl or Betty. 
Furthermore, the Beaver checking account at the bank is in the names 
of Earl and Betty and their survivor, We have little information about 
the deposits in this account and withdrawals from it, but we can assume 
that Earl’s salary, dividends and rental income made up by far the 
greater amount of the deposits, and that both Earl and Betty made 
withdrawals from the account. 


With this background, we can explore the tax effects of what Earl 
and Betty have done, and then review the advantages and limitations of 
joint ownership of this kind as an estate planning device. 


Onto Law 

The Ohio Supreme Court has declared that there is no such thing 
as a tenancy by the entirety in Ohio.’ By judicial decision, Ohio has 
evolved the rule that a conveyance to husband and wife without clear 
words of survivorship creates a tenancy in common.” If an Ohio husband 
and wife choose to do so, however, they may create a joint tenancy with 
right of survivorship in real or personal property, and statutes expressly 
recognize this form of ownership of bank accounts® and building and 
loan deposits. To accomplish this result, express words of survivorship 
are necessary, with the exception of United States Savings Bonds, as to 
which the required language is supplied by the regulations under which 
the bonds are issued.° A good example of a deed which leaves nothing 
to chance in spelling out a condition of survivorship is that recently re- 
viewed by the Common Pleas Court of Licking County: 

It is the intention of this conveyance that the within described 

real estate shall be the joint property of the Grantor and the 

Grantee, and owned by them as joint tenants, with the nght 

of survivorship, and not as tenants in common, and upon the 





* Of the firm of Taft, Stettinius and Hollister, Cincinnati, Ohio; member of 
the Ohio and District of Columbia Bars. 

1 Tax Commission of Ohio v. Hutchison, 120 Ohio St. 361, 367, 166 N.E. 
352, 354 (1929). 

2 See 28 On10 Jur. 20 Husband and Wife § 70 (1958). 

3 On10 Rev. Cope § 1105.06 (1953); Berberick v. Courtade, 137 Ohio St. 
297, 28 N.E.2d 636 (1940). 

4 Onto Rev. Cope § 1151.19 (1953); Schwartz v. Sandusky County Savings 
& Loan Co., 65 Ohio App. 437, 30 N.E.2d 556 (1940). 

5 See Treas. Dept. Reg. Circular No. 530 (6th rev. 1945), construed in 
Estate of John H. Boogher, 22 T.C. 1167 (1954). But see Estate of Silverman v. 
McGinnes, 259 F.2d 731 (3d Cir. 1958). 
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death of either of them, all of said real estate shall become 
the absolute property in fee simple of the survivor.® 


Tax Aspects OF JOINT AND SURVIVORSHIP PROPERTY 
Federal Estate Tax 


In enacting the first federal estate tax, Congress provided expressly 
that jointly held property should be taxed in the estate of the joint tenant 
first to die except to the extent of the property which could be shown to 
have originally belonged to the survivor or have been purchased by the 
survivor.’ With technical modifications, largely devoted to the problem 
of transfers without adequate consideration, this is the present rule for 
estate taxation of joint interests.” The problem of proving the source of 
funds used to purchase joint and survivorship property, not an easy one 
under the best of circumstances, is rendered more difficult by the passage 
of time, the failure of memory, the loss of records and the death of at 
least one of those who knew most about the transaction—the tenant 
whose estate is under audit. Joint bank accounts cause particular trouble, 
because the problem of proving the nature of the withdrawals is added 
to that of proving the source of the deposits.° 

If title to property is taken in joint names with the right of 
survivorship, you should insist in all cases that a contemporaneous memo- 
randum be prepared showing the source of the consideration paid or 
transferred. Also, a record should be maintained to show which tenant 
makes mortgage payments or further contributions. 


Ohio Inheritance Tax 


Ownership of joint and survivorship property by any persons other 
than husband and wife is penalized under the Ohio inheritance tax by 
the imposition of tax upon the entire enhanced value of the property at 
the death of the first tenant. On the other hand, legislation enacted in 
1957 taxes only half the value of joint property without regard to 
enhancement if the tenancy is between husband and wife.’® The touch- 
stone for federal estate tax purposes—who furnished the consideration— 
is immaterial here. ’ 


Income Tax Basis to Survivor 

A very serious detriment to the effective use of joint and survivor- 

ship property in estate planning was removed in 1954 by enactment of 
a provision giving the estate tax value as the income tax basis to the 





6 Cleaver v. Long, 126 N.E.2d 479 (Ohio C.P. 1955). 
7 Revenue Act of 1916, § 202(c). 
Sint. Rev. Cope or 1954, § 2040. 


9% See McGrew’s Estate v. Commission, 135 F.2d 158 (6th Cir. 1943); Arthur 
J. Brandt, $ CCH Tax Ct. Mem. 820 (1949). 


10QOn10 Rev. Cope § 5731.02(E) (1953), as amended by Amended Senate 
Bill No. 160 (1957). 
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surviving tenant.’’ In years prior to the 1954 Code, joint and survivor- 
ship property did not get a stepped-up basis even though taxed in the 
estate of the tenant who died first. Correction of this unfair and illogical 
rule eliminates one of the substantial arguments against the use of joint 
and survivorship property in these times of rising price levels. 


Gift Tax Questions 


Before enactment of the 1954 Code, the inconsistent approaches 
taken by the estate tax and the gift tax toward joint and survivorship 
property caused an unfortunate overlapping of tax.’* As mentioned 
above, property law concepts are disregarded for estate tax purposes, and 
the value of the entire joint property is included in the estate of the 
tenant first to die, if such person furnished the consideration paid for 
the property. By contrast, creation of a joint tenancy with right of 
survivorship under such circumstances was a taxable gift to the extent of 
half the property."* The 1954 Code changed this situation to provide 
that the creation of a tenancy by the entirety in real estate, defined in the 
gift tax regulations so broadly as to include the Ohio form of joint and 
survivorship property between husband and wife," is not a gift unless the 
donor so elects in a timely gift tax return.’® Enactment of this provision 
not only brings the estate tax and gift tax into partial conformity but 
also, in the words of Joseph Trachtman, “makes honest men out of .. . 
unwitting tax violators,”?® who did not realize that the creation of a joint 
tenancy with rights of survivorship was a taxable gift. 

Lethargy, the natural inclination not to volunteer, and the advisa- 
bility of deferring, perhaps permanently, the payment of gift tax or 
exhaustion of the lifetime exemption, will likely prevent most taxpayers 
from electing to treat the creation of joint and survivorship interests in 
realty as taxable gifts. Nevertheless, if the property is expected to in- 
crease in value, or the equity of the joint tenants is expected to increase 
substantially through payments on a mortgage, and, in either event, the 
parties expect that the tenancy will be terminated before death, making 
this election might well be advisable. If the election is not made, termi- 
nation of the tenancy (other than by death) becomes the point at which 
the gift tax is imposed, and this gift is measured by the excess of the 





11 Int. Rev. Cope oF 1954, § 1014(b)(9). Basis must be reduced by the 
amount of depreciation deductions, if any, allowed to the surviving tenant prior 
to the death of the decedent. 

12 The effects of such duplication were partially alleviated by the credit for 
gift taxes paid with respect to property included in the gross estate of the donor. 
InT. Rev. Cope oF 1939, § 813; INT. Rev. Cope oF 1954, § 2012. 

131f both parties made contributions, but in disproportionate amounts, the 
gift was measured by the excess of the proportionate interest received by the 
lesser contributor over his contribution. 

14 Rev. Reg. § 25.2515-1(a). 
15 Int. Rev. Cope or 1954, § 2515. Rev. Reg. § 25.2515-2(a). 
16 TRACHTMAN, ESTATE PLANNING 176 (rev. ed. 1958). 
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proportionate part of the proceeds received by a spouse over the pro- 
portionate part of the consideration furnished by such spouse.’’ Compli- 
cations caused by the new rules, coupled with the fact that many taxpayers 
do not realize that taxable gifts can result from such interests, may mean 
that the honesty of Mr. Trachtman’s unwitting violators may endure no 
longer than the tenancy.'® 

The gift tax rules are different for savings bonds and bank accounts. 
There is no gift upon the creation of a joint bank account or upon the 
purchase of a savings bond so long as the person supplying the consider- 
ation retains power to withdraw the deposited funds or to collect the 
bond.’® Instead, the gift is completed at the time the spouse who did not 
contribute withdraws funds from the account or redeems the bond; at 
this time, the revocable transfer becomes complete. No taxable gift is 
made when a wife withdraws funds to pay household expenses, for a 
direct payment from husband to wife for the same purpose would not be 
a gift. 

Of course, all these gifts from one spouse to another, whether made 
on creation or on termination of the joint and survivorship interest in 
realty, on withdrawal of funds or on redemption of bonds will qualify 
for the gift tax marital deduction.” 


Joint anv SuRvivorsHip Property IN EstaTE PLANNING 


Since taking title to property or establishing a bank account in joint 
tenancy with rights of survivorship saves probate expenses and transfers 
immediate title to the survivor, this form of ownership has definite ad- 
vantages, particularly in the small estate.?" One substantial tax detriment 
has been eliminated by the 1954 Code, and now such property obtains a 
new basis if included in the estate of the tenant who dies first. Never- 
theless, certain serious tax disadvantages remain, for inability to prove 
the relative contributions of the spouses may subject the property to tax 
in the estate of a joint tenant who contributed little or nothing to its 
acquisition. The problem of proof is particularly difficult in the case of 
joint bank accounts. Furthermore, gift tax considerations, lessened some- 
what but not eliminated ‘by the 1954 Code changes, suggest other forms 
of ownership. In larger estates, trusts can secure the same advantages as 
joint and survivorship property without its disadvantages. 

Applying these general principles to the specific Beaver case, the 
author would suggest the following program: 

(1) Mrs. Beaver should establish a separate bank account; 





17 Int. Rev. Cope oF 1954, § 2515(b); Rev. Reg. 25.2515-3. 

18 See Lowndes, Serious Gift Tax Problems Created by Termination of Joint 
Tenancies, § J. TAXATION 208 (1956). 

19 Rey. Reg. § 25.2511-1(g) (4); Mim. 5202, 1941-2 Cum. BuLL. 241; but cf. 
Estate of Silverman v. McGinnes, of. cit. supra note 5. 

20 Rev. Reg. § 25.2523(d)-1. 

21 See TWEED AND Parsons, LIFETIME AND TESTAMENTARY ESTATE PLANNING 
11 (rev. ed. 1955). 
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(2) Records should be prepared and preserved to show 
the source of the consideration for the Beaver residence and 
: bonds; 

(3) The Beavers should not purchase any further se- 
curities in joint names with rights of survivorship; 

(4) Depending in part on facts not in the record, the 
present joint bank account might be converted into one in which 
Mrs. Beaver has a right to withdraw but no survivorship rights, 
and Mr. Beaver might have his government bonds reissued in 
his name;*” and 

(5) Mr. and Mrs. Beaver should consider the advisa- 
bility of converting their joint and survivorship residence into a 
tenancy in common,”* 








22 Reissuance in Mrs. Beaver’s name would be a taxable gift. Rev. Rul. 
278, 1955-1 Cum. BuLL. 471. Under the circumstances, this might be desirable. 
See Kohn, Gift Planning to Save Taxes, 20 Onto StaTE L.J. 61, 63-64 (1959). 

23 See Sullivan v. Commissioner, 175 F.2d 657 (9th Cir. 1949), which seem- 
ingly affords an unusual opportunity to transfer property without tax. Hopes that 
the Treasury might follow Sullivan, kindled by Section 20.2040-1(d) of the pro- 
posed estate tax regulations, were dashed by deletion of this paragraph in the 
final regulations. Rev. Reg. § 20.2040-1. 
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SHORT TERM REVERSIONARY TRUSTS 


Epmunp Durkin, JR.* 


One of the most highly regarded income tax saving devices cur- 
rently in circulation is the so-called short term reversionary trust under 
which the grantor can reacquire the principal free and clear of the trust 
after a relatively short period where the income during the period of the 
existence of the trust is payable to others, That it should be regarded as 
an achievement from a tax point of view to avoid the imposition of a 
tax on the grantor on income that he could not possibly obtain may seem 
strange to those uninitiated in the mysteries of income tax jurisprudence 
or to those unaccustomed to the stern doctrine stemming from the Su- 
preme Court decision in Helvering v. Clifford, 309 U. S. 331 (1940). 
That decision dealt with an intra-family arrangement whereby the in- 
come was irrevocably payable for a five-year period to the spouse of the 
grantor. In the wake of the extraordinary amount of litigation stimu- 
lated by that decision most taxpayers and their advisors were willing to 
take shelter from the judicial chaos in the enclave finally created by 
Section 29.22(a)-21 of Regulation 111, usually referred to as the 
“Clifford Regulations,” which endeavored to mark out by a metes and 
bounds description the areas in which the Commissioner treated income 
as taxable and those which he conceded to the taxpayer. These regu- 
lations, however arbitrary in their drawing of the precise lines, had at 
least the advantage of certainty insofar as the Commissioner’s intentions 
were concerned and furnished an area in which taxpayers could operate 
in the field of the irrevocable short term reversionary trust. 

Under those regulations, the grantor had to part with the income 
for a period of ten years, or where certain administrative powers were 
reserved, for a period of fifteen years, if he would avoid being taxed on 
the income during the period. After the original promulgation of the 
regulations, they were amended by Treasury Decision 5567 on January 
30, 1947, to concede that the grantor would not be taxed on the income 
of a trust where the income was payable to a named person for the life 
of such person, regardless of the life expectancy of such person at the 
time the trust was created. The principles established by the Clifford 
Regulations pertaining to short-term reversionary trusts were enacted 
with some modifications by the 1954 Code, Section 673 specifying the 
circumstances in which the grantor is to be treated as the owner of a 
reversionary trust. That it was intended that this should be the exclusive 
provision dealing with reversionary trusts for income tax purposes is 
evident from Section 671 which, in effect, states that Subpart E (which 
includes Section 673) is controlling rather than Section 61. The latter 
defines gross income in those instances where the grounds for including 





*Of the firm of Squire, Sanders and Dempsey, Cleveland, Ohio; member 
of the Ohio Bar. 
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the taxing of the income of a trust to a grantor is based upon his 
dominion and control. It will be recalled that the Supreme Court in the 
Clifford case relied upon the broad statutory definition of gross income 
now found in Section 61. 


GENERAL RULES FOR TAXATION OF 
SHORT TERM REVERSIONARY TRUSTS 


Ordinary Income 

The statutory test for taxing the grantor is whether the reversionary 
interest “will or may reasonably be expected to take effect in possession 
or enjoyment within ten years commencing with the date of the transfer 
of that portion of the trust.” Accordingly, we may conclude that the 
grantor is not taxed by reason of the retained reversionary interest where 
he has not retained a reversionary interest in the corpus or income which 
“will or may reasonably be expected to take effect in possession or enjoy- 
ment” within a period of ten years measured from the date of the 
transfer to the trust. In the normal case the reversionary interest would 
be a reversionary interest in the corpus. This need not necessarily be so 
since the grantor of a trust may only have a life estate and so far as 
Section 673 is concerned, the grantor would not be taxed if he created 
a trust under the terms of which the income from the trust became pay- 
able to a beneficiary for a period of ten years. 

It should be noted that Regulation 1.671-1(c) states that Sections 
671-678 of the code do not apply “in situations involving an assignment 
of future income, whether or not the assignment is to a trust.” In the 
regulations cited, the example is used of a bondholder who assigns his 
right to interest being taxable on the interest payments even though the 
assignment is to an uncontrolled trust. 

The statute also follows the Clifford Regulations in permitting the 
grantor to retain a reversionary right where the reversionary interest does 
not take effect until the death of the person or persons to whom the in- 
come is payable. The life that must be measured under this exception is 
that of the income beneficiary and a reversionary interest retained after 
the death of A, where the income was payable to B during the life of A, 
would not qualify unless the expectancy of A was greater than ten years. 
However, if the income were payable to B during the life of B, the 
income would be taxed to B and not to the grantor even though the life 
expectancy of B was less than ten years, 

Sometimes the grantor may wish to provide for an aged beneficiary 
by providing that such person receive the income from the trust during 
life, but may wish to protect himself by terminating the trust at the end 
of a term of years, not less than ten, if the life beneficiary still survives 
and the funds are needed by the grantor in his old age. This can be 
done since Regulation 1.673(c) makes it clear that the trust will qualify 
even though the trust terminates on the first to occur of the expiration 
of ten years, or the death of the income beneficiary. Frequently, a 
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grantor may hesitate to part with the income of the trust because of the 
fear that during the ten year period the funds might be needed to support 
his minor children where, for example, through misfortune or business 
reverses, his earning capacity is substantially diminished, and might wish 
the income from the trust to be used for the support of his children 
rather than the person who would otherwise receive the income during 
the ten year period or during life. It is clear that under Section 677 this 
income would be taxed to the grantor in the event it were so used. This, 
however, would not be a serious matter if the only reason for its being 
used were the immediate needs of the dependent children arising from 
the inability of the grantor to support them from his other funds. In 
that event grantor would presumably be in a low income tax bracket and 
would have more serious problems than tax ones. 


Capital Gain Income 


One problem which is encountered frequently in practice is that 
with respect to capital gains. It is entirely possible that the grantor may 
be contemplating the use of low base assets as the corpus of the trust 
and during the course of the existence of the trust it might be advisable 
or even the duty of the trustee to sell such assets. The effect of the basis 
provisions of Section 1015 would, of course, be to create income in the 
trust by reason of the sale, and in the event of capital gains being treated 
as corpus under the trust instrument, as would normally be the case, 
such income would be taxable to the grantor since it is income which 
would pass to the grantor upon the expiration of the trust; and since it 
is income which is held for future distribution to the grantor, it would be 
taxable to him under the general rule established by Section 677(a) (2). 
The grantor may be faced with a substantial tax liability which may be 
difficult for him to meet from assets outside the trust. The burden of 
the tax could, of course, be shifted from the grantor if the capital gains 
of the trust were payable to the income beneficiary of the trust since they 
would be taxable to such beneficiary under the general rule. Whether 
capital gains is a significant problem will, of course, depend upon the 
basis of such assets in the hands of the grantor. The solution of the 
capital gains problem by giving the capital gains to the beneficiary gives 
rise to additional problems in respect to gift taxes discussed infra. 


Special Rule with Regard to Charitable Beneficiaries 


One new feature in the short term reversionary trust area is the 
unusual privilege afforded to taxpayers under Section 673(b) who, for 
the benefit of charitable beneficiaries, create a trust of the type to which 
contributions qualify for the additional ten per cent deduction under 
Section 170(b). In this case, the period is shortened from ten years to 
two years and the effect of this section is to permit an unlimited de- 
duction of income from income producing property where such property 
is placed in a two-year trust. 
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Illustration from Assumed Facts 


Under the assumed facts, the domestic situation of Mr. Beaver 
provides an apt illustration for the substantial income tax savings that can 
be effected through the use of a short term reversionary trust. It will be 
noted that Mr. Beaver has been supporting his mother-in-law, age 
seventy-five, and a married daughter, age twenty-three. Assuming that 
Beaver had been expending $2,500 a year for the support of each, or a 
total of $5,000, it would mean that in view of the assumed current in- 
come tax bracket of Beaver, he would have required annually $15,000 
of income before taxes. In other words, Beaver would have to have 
$15,000 of income to pay $5,000 to his daughter and mother-in-law 
and the $10,000 of income tax on said $15,000. If Beaver set aside 
income producing property yielding $5,000 annually in a short term 
reversionary trust, the income of the trust would be taxable to the bene- 
ficiaries and not to Beaver. It is true the beneficiaries would have to pay 
the tax on the $2,500 they received, but this would be a small amount if 
this were their only income and Beaver might lose a dependency de- 
duction of $600 if he had been entitled to it. Disregarding the de- 
pendency deductions, it is evident that by creating the trust, income tax 
savings to Beaver are so substantial that after parting with the income 
of $5,000 a year he would end up with approximately $3,000 more in- 
come after taxes and gifts than he had prior to the transfer—a striking 
illustration of the phrase that in income tax matters it is sometimes 
“more blessed to give than to receive.” 


Estate Taxes and Gift Taxes 


The short term reversionary trust is of limited usefulness in re- 
ducing estate tax liability since in the nature of things the retained 
reversionary interest will be includable in the estate. However, in the 
example cited above of the creation of the trust for the benefit of the 
daughter and mother-in-law, in the event of the death of Beaver prior 
to the expiration of either of the trust periods, the property that would 
be includable in the estate is not the value of the corpus of the estate, 
but the value of the reversion. In some cases the entire value of the 
corpus will be included in the estate, e.g., where the gift is created in 
contemplation of death. 

The more immediate problem than the estate tax problem is the 
gift tax problem since the creation of the short term reversionary trust 
does result in a taxable gift of property for a term of years or a life 
estate, and where the reversionary right is dependent upon the grantor 
surviving the beneficiary, the grantor has disposed of more than the 
income interest. 

As noted above, in the event capital gains are payable to the income 
beneficiary, it is entirely possible that the effect of such provision would 
be to give the income beneficiary substantially more than the value of an 
ordinary right to receive income from the trust. No precise method of 
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evaluating the possibility as to what the income beneficiary might receive 
is possible, and from a practical standpoint it would appear that the gift 
should not be treated as having been completed until the securities are 
sold and the amount then payable can be measured. It cannot be con- 
tended, however, that the law is settled on this point. 


SELECTION OF TRUSTEE 

The question frequently arises as to whether the grantor may act as 
a trustee in a short term reversionary trust without endangering the in- 
come tax advantages of a reversionary trust. Such a trust is, of course, 
subject to the statutory rules of Subpart E. In general, there is no re- 
quirement in Section 673 relating to reversionary interests which would 
exclude the grantor’s acting as trustee and it is frequently desirable for 
the interest of the family as a whole that the grantor serve as trustee. 
If such a course is chosen, care must be taken that the trust does not 
become taxable by reason of a power which the grantor would have as a 
trustee to control its beneficial enjoyment or by reason of the prohibited 
administrative powers named in Section 675. Where there is no power 
to change the disposition of the income during the period and where the 
administrative powers are not of the kind prohibited in Section 675, the 
grantor may serve as trustee. However, there are many cases where the 
grantor desires to obtain some measure of flexibility in a short term trust 
by vesting in the trustee certain discretionary rights, ¢.g., in the distribu- 
tion of income. In some cases such a trust would be taxable to the 
grantor where he served as trustee under Section 674 and an independent 
trustee may be required, 


Five-YEAR THROWBACK RULE 

Commonly, the five-year throwback rule will not be applicable in 
the case of the short term reversionary trust even though the trust pro- 
vides for the accumulation of the entire income during the term of the 
trust since the time at which the accumulated income becomes payable 
would normally exempt the trust from the application of the throw-back 
rule; z.¢., the final distribution being more than the nine years after the 
date of the last transfer to the trust as specified by Section 665(4). A 
provision frequently seen in the ordinary family trust arrangement is a 
power in the trustee to accept additional contributions to the trust and in 
the event an additional transfer is made to a short term reversionary 
trust within nine years from the termination, the effect would be to 
destroy the exemption from the throwback rule. 
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PLANNING RESPECTING LIFE INSURANCE 
ENDOWMENT AND ANNUITY CONTRACTS 


Norman W. CoL_quHoun*® 


If Earl Beaver were to die tomorrow, his beneficiaries would 
receive $100,000 as life insurance proceeds. These insurance proceeds 
would be exempt from income tax, but would be included in his gross 
estate for estate tax purposes. A review of a few of the more important 
principles governing income, estate and gift taxation of insurance is 
appropriate, as a background for suggested changes in this insurance 
program. 


INCOME TAXATION OF AMOUNTS RECEIVED 
DurING THE LIFETIME OF THE INSURED 
Section 72 of the 1954 Code governs the income tax treatment of 
any amount received under an annuity, endowment or life insurance 
policy, during the lifetime of the insured. This section must be con- 
sulted, therefore, to determine the income tax treatment of dividends, 
cash surrender value, proceeds of endowment or annuity policies, or re- 
funds of premiums received upon conversion of a policy into another 
type of policy providing a smaller amount of insurance coverage. 


Dividends 


A dividend on a life insurance policy is treated as a refund of 
premiums and is excluded from gross income, except to the extent that 
it, when added to other amounts previously received tax free under the 
policy, exceeds the aggregate premiums paid on the policy.’ In the case 
of an annuity policy, a dividend is taxed in the same manner, if received 
prior to the “annuity starting date” or the date upon which the first 
annuity payment is received, whichever is later.? If the dividend is re- 
ceived after that date, the entire amount is included in gross income.* 


The Cash Surrender Value 


The cash surrender value received upon surrender of a life in- 
surance annuity, or endowment policy is taxable only to the extent that 
it, when added to all other amounts previously received tax free under 





*Of the firm of Thompson, Hine and Flory, Cleveland, Ohio; member 
of the Ohio Bar. 

1 Int. Rev. Cope oF 1954, § 72(e) (1) (B). 

2See Int. Rev. Cope oF 1954, § 72(c) (4), for the meaning of “the annuity 
starting date.” Generally, it means the first day of the first period for which an 
annuity payment is received under the policy. The statute indicates that a divi- 
dend received after the annuity starting date would be fully taxable. Cf. 
InT. Rev. Cope oF 1954, § 72(e)(1)(A). The regulations state, however, that the 
crucial date is the annuity starting date or the date on which the first annuity 
payment is made, whichever is later. Rev. Reg. § 1.72-11(b). 

3 Int. Rev. Cope oF 1954, § 72(e) (1) (A). 
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the policy, exceeds the aggregate premiums paid on the policy. In the 
event that the amount received upon surrender of a life insurance policy 
is less than net premiums paid for it, no loss is allowed.® 


Payments upon Maturity of an Endowment Policy 


Receipt of a lump sum upon maturity of an endowment contract 
is taxed in the same manner as the cash surrender value received on 
surrender of a policy; the excess of the amount received, when added to 
all amounts previously received tax free under‘ the contract, over the 
aggregate premiums paid, is taxable as ordinary income.® Since this excess 
represents the accumulated earnings on premiums invested over a number 
of years, the inclusion of the entire amount in the income of a single 
year will usually produce an unfortunate tax result. Prior to the enact- 
ment of the 1954 Code, a taxpayer could avoid this undesirable result 
only by foreseeing it before the endowment policy matured. He could 
then elect one of the annuity or other installment options usually pro- 
vided for in such a contract, in which event the amount received under 
the option would be taxed in subsequent years as an annuity. If he 
failed to make such an election until after maturity of the policy, he was 
deemed to have constructively received the amount which would other- 
wise have been payable as a lump sum in the year of maturity of the 
policy.” 

Under Section 72(h), a taxpayer is now given the opportunity to 
select an installment option at any time within sixty days after maturity 
of the policy.* That subsection provides that if an election is made 
within this limited period, no part of the lump sum will be includable in 
income at the time the lump sum became payable. The statute is silent 
as to the effect of an election of a settlement option prior to the maturity 
date of the policy, or subsequent to the sixty day period, Presumably, the 
decisions under the 1939 Code dealing with elections made before ma- 
turity are applicable where the election is made before the policy matures, 
and in that event there will be no constructive receipt at the time of 
maturity of the policy. If the election is made after expiration of the 
sixty day period, there will presumably be a constructive receipt. Whether 
the constructive receipt will be deemed to have occurred on the date of 
the maturity of the policy, or upon the later date when the sixty day 
grace period expires, is an open question. 





4Int. Rev. Cope or 1954, § 72(e)(1), (2). 

5 The difference between the premium cost and the amount received upon 
surrender of the policy was the cost of current insurance protection. Standard 
Brewing Co., 6 B.T.A. 980 (1927), I.T. 1944, III-1 Cum. Butt. 145. 

8 Int. Rev. Cope or 1954, § 72(e)(1), (2) (B). 

7 See 1.T. 3963, 1949-2 Cum. BULL. 36. 

8 The statute refers only to the choice of an option provided for in the 
endowment contract. The regulations, however, state that subsection (h) shall 
be applicable if the taxpayer “irrevocably agrees with the obligor” to receive 
payments which will be taxed as an annuity under Section 72. Rev. Reg. § 1.72-12. 
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The 1954 Code added another relief provision that will alleviate 
the burden of the tax upon the maturity of an endowment policy, for 
some taxpayers. Section 72(e)(3) provides that the tax attributable to 
receipt of the taxable portion of any lump sum paid under an annuity, 
endowment, or life insurance policy shall be limited to the aggregate tax 
which would have been attributable to the receipt of the taxable portion 
of the lump sum, if it had been received rateably over the year in which 
it was in fact received, and the two preceding taxable years. This pro- 
vision avoids some of the effect of the bunching of such income into 
one year.” 


Amounts Recewed as Annuities 

While the term “annuity” is not defined, the initial sentence of 
Section 72 makes it clear that the provisions dealing with the method of 
taxing amounts received as annuities apply not only to payments measured 
by the duration of one or more lives, but also to a fixed number of in- 
stallment payments, Both types of payment consist of a combination of 
a return of the capital investment in the insurance policy, and interest on 
that investment. They are now both classified as an “amount received 
as annuities” and the same method is used to identify the nontaxable 
portion of both types of payment.’® The portion of each annuity pay- 
ment which may be excluded from income as a return of capital is 
determined by applying an “exclusion ratio” to each annuity payment. 
The exclusion ratio, which must be determined as of the “annuity 
starting date,” is the ratio of the total “investment in the contract” to 
the total “expected return” under the contract. Once determined, the 
excludable portion of each payment remains the same throughout the 
entire period that payments are received under the policy. The three key 
phrases “investment in the contract,” “expected return,” and “annuity 
starting date” are defined in the statute, and further defined at con- 
siderable length in the regulations.” 

The “investment in the contract” is defined as the aggregate pre- 
miums paid “for the contract” as of the annuity starting date, minus the 
aggregate amount received tax free under the contract before that date.’ 


®A high-bracket taxpayer would find it more advantageous to sell the 
endowment policy to a third person prior to maturity, if the gain upon the sale 
is taxable as a capital gain. See the discussion of this problem infra. 

10 Under the 1939 Code, payments based upon life expectancy were taxed 
under the “three per cent rule,” i.e. the portion of the amount received in each 
taxable year which exceeded three per cent of the premium cost was excluded from 
gross income until such time as the cost had been recovered; thereafter the full 
amount of the annuity payments was taxable. Int. Rev. Cope or 1939, § 22(b) (2)- 
(A). Installment payments which were not determined by reference to life ex- 
pectancy were not deemed to be annuities. Such payments were excluded from 
gross income until the cost of the contract had been recovered and were thereafter 
included in full in gross income. Rev. Reg. § 39.22(b) (2)-1. 

11 Int. Rev. Cope oF 1954, § 72(c); Rev. Reg. §§ 1.72-4-1.72-10. 
12 Int. Rev. Cope oF 1954, § 72(c) (1). 
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Thus, a reduction of the investment in the contract is required to be 
made for all dividends and other tax free payments received under the 
contract. In the case of annuity policies under which payments were 
received prior to January 1, 1954, this reduction must reflect the portion 
of the installment payments received tax free under the different rules 
which applied under the 1939 Code.”* 

If the policy includes a refund feature, the investment in the con- 
tract must be reduced by the cost of the refund feature. This adjust- 
ment may be computed by following the instructions and using the tables 
set forth in the regulations.** No other adjustment is required by the 
statute and regulations. An endowment or annuity policy frequently 
provides for life insurance protection, waiver of premiums in the event 
of disability, or other additional benefits. The regulations do not require 
a reduction in the “investment in the contract” to reflect the costs of 
such additional benefits which are acquired by payment of the premiums, 
but which are not reflected in the annuity payments. 

The “annuity starting date” is defined as “the first day of the first 
period for which an amount is received as an annuity under the contract, 
except that if such date is before January 1, 1954, the annuity starting 
date is January 1, 1954.”° 

The “expected return” is the aggregate amount payable under the 
contract, also determined as of the annuity starting date. The regulations 
set forth actuarial tables for use in computing the expected return under 
contracts where life expectancy is a factor.’® 

The regulations deal specifically with many of the special problems 
which arise in connection with annuities, such as the method of taxing 
payments under variable amount annuities,'* and joint and survivor 
annuities.'* In most cases the computation of the taxable portion of 
annuity payments will be complicated. Most insurance companies will, 
upon request, make the necessary computations and advise as to the 
method of reporting the receipt of annuity payments for tax purposes. 


Employee Annuities 
Section 72(d) contains a simplified alternative method of taxing 
some employee annuity payments, If this section applies, all annuity 
payments will be excluded from income until the amounts so excluded 
equal the consideration for the contract contributed by the employee; 





13 See note 10 supra. 

14 See Rev. Reg. §§ 1.72-7, 1.72-9. The payments received by the refund 
beneficiary, after the annuitant’s death, are taxed as “amounts not received as 
annuities.” Therefore, such payments are not subjected to tax until the payments 
received tax free (including amounts received by the annuitant) exceed the 
investment in the contract. See Rev. Reg. § 1.72-11(c). 

15 Int. Rev. Cone oF 1954, § 72(c) (4). 

16 Rev. Reg. § 1.72-9. 

17 Rev. Reg. §§ 1.72-2(b) (3), 1.72-5(f). 

18 Rev. Reg. § 1.72-5(b). 
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thereafter, all amounts received will be included in gross income. The 
section applies if: 

(i) an employer contributed part of the consideration for the 

contract, and 

(ii) during the first three years of the annuity payment period, 

the aggregate amount receivable exceeds the consideration con- 

tributed by the employee. 
For this purpose, the employee is deemed to have contributed amounts 
paid by the employer, if such amounts were includable in the employee’s 
income when paid.’® Employer contributions are includable in the em- 
ployee’s income if the employee, at the time of premium payment by the 
employer, had nonforfeitable rights in an annuity which was not pur- 
chased under a qualified plan.”° 


Transfers of Policy 


If a policy is transferred without consideration, the transferee is 
placed in the shoes of the transferor and taxed accordingly.*4 In the 
case of a transfer for value a new exclusion ratio must be computed for 
the transferee. His investment in the contract is determined on the basis 
of the consideration paid for the policy, plus subsequent premiums paid 
by the transferee.” The regulations indicate that this rule will be applied 
whenever any consideration, even if it is nominal, is paid for the policy. 
This may mean that a transfer for inadequate consideration would have 
the consequence of depriving the transferee of the benefit of any part 
of the premiums paid by the transferor in determining the taxable portion 
of payments received under the policy.” 


Exchanges of Polictes 
Section 1035 provides for nonrecognition of any gain realized on 
certain exchanges of endowment, annuity or life insurance contracts. 
The section applies to an exchange of: 
(i) a life insurance policy for another life insurance policy or 





19 Employer contributions which were taxable to the employee when made 
are also deemed to have been made by the employee for purposes of computing 
his investment in the contract when the annuity payments are taxable under the 
general rule of Section 72(b), rather than under the special provisions of Section 
72(d). See Int. Rev. Cope or 1954, § 72(f). 

20 Rev. Reg. § 1.403(b)-1. 

21 Rev. Reg. § 1.72-10(b). 

22 Int. Rev. Cope or 1954, § 72(g); Rev. Reg. § 1.72-10(a). 

23 The language of Section 72(g) suggests a more liberal rule than that 
indicated by the regulations. Section 72(g) provides that the transferee for 
value rule is to apply only “to the extent that the contract (or interest therein) 
does not, in the hands of the transferee, have a basis which is determined by 
reference to the basis in the hands of the transferor. . . .” (Emphasis added.) 
To the extent that a transfer for an inadequate consideration is a gift, it would 
seem that the transferee’s basis is the same as his transferor’s, and therefore to 
this extent he should have the benefit of the transferor’s investment in the con- 
tract. See Rev. Reg. § 1.1015-4. 
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an endowment or an annuity; 

(ii) an endowment policy for another endowment policy 

which provides for payments beginning no later than payments 

would have begun under the policy exchanged, or for an 

annuity; or 

(iii) an annuity for an annuity. 
While the statute does not so provide, the regulations require that the 
policies exchanged must relate to the same insured. While the statute 
provides that the new policy shall take the same cost basis as the old 
policy, pursuant to Section 1031, there is no reference in the statute to 
the determination of the exclusion ratio after such an exchange has 
occurred. The regulations appropriately indicate, however, that this 
determination shall be made on the basis of premiums paid and amounts 
received under both the old and the new policy.2* While the statute does 
not expressly so state, these provisions apply to exchanges made by the 
owner of a policy with the insurance company which issued the policy.?® 
Taxable gain will be realized upon any exchange of policies not covered 
by this provision.2® No loss is recognized upon such an exchange of any 
policy which provides an element of life insurance protection.” 


INCOME TAXATION OF AMOUNTs PAID 
BY REASON OF INsURED’s DEATH 


Section 72 governs the taxation of all amounts received under in- 
surance contracts, except amounts paid by reason of the death of the 
insured. Taxation of such amounts is governed by Section 101, which 
preserves, but somewhat limits, the long standing income tax exemption 
for the proceeds of a life insurance policy paid upon the death of the 
insured, Except for a limited exception in the case of a surviving spouse, 
there is no longer an exemption granted for the interest element involved 
in payments under deferred payment settlement options. The interest 
portion of such deferred payments of the life insurance proceeds is now 
taxed, whether paid in fixed installments, for the life of the beneficiary, 


or otherwise. 





24 See Rev. Reg. §§ 1.72-4(b) (2), 1.72-11(e). 

25 The purpose of this provision was to facilitate such exchanges. 

26 Rev. Rul 264, 1954-2 Cum. BuLL. 57; Parsons v. Commissioner, 16 T.C. 
256 (1951). The taxpayer in the Parsons case did not raise the issue of whether 
the gain qualified as a capital gain. An argument could be made, on the basis 
of the statutory language used in Sections 1035 and 1222, that a substitution by 
the issuing company of one policy for another constitutes a “sale or exchange” 
within the meaning of Section 1222. It is likely, however, that that transaction 
would be characterized as a payment upon surrender of the old policy, and an 
investment of the proceeds in a new policy. Cf. Parsons and Rev. Rul. 54-264, 
supra. If such a characterization of the transaction were adopted, Section 72(e) 
would be applicable, and the gain would be taxed as ordinary income. See pp. 97-98 
infra for a discussion of the consequences of a sale of a policy to a third person. 
27 See note 5 supra. 
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Installment Options 


Section 101(a)(1) provides that life insurance proceeds are ex- 
cluded from gross income, except in cases where there has been a transfer 
for value of the policy, and in cases where a settlement option provides 
for deferral of payment of the insurance proceeds. In the event that 
such a settlement option has been selected, Section 101(d) provides that 
the insurance proceeds shall be prorated over the period during which 
payments are to be made and that the amount excluded from income in 
any year shal] not exceed the proration, except in the case of a surviving 
spouse who is entitled to an additional exclusion of $1,000 per year.”* 
The effect of this provision is to preserve, but only to the surviving spouse 
and only to the extent of $1,000 annually, the former income tax ad- 
vantage of installment options. The additional $1,000 annual exclusion 
is not applicable to interest paid by the insurer under an interest option. 

The regulations provide that the proration is to be made by a method 
which is similar to that used for annuities.2® The amount which would 
have been payable in a lump sum at the date of death is substituted for 
the investment in the contract. This amount is generally stated in the 
policy; if it is not, it may be obtained from the insurance company.*° 
Where the policy provides for guaranteed payment of a specified number 
of installments, in the event of the death of a primary beneficiary, a 
reduction equal to the present value of the guaranteed payment is re- 
quired to be made in the lump sum which is prorated over the life ex- 
pectancy of the primary beneficiary ;*" receipt of the guaranteed payments 
by another, after the death of the primary beneficiary, is not taxed.** 


Transfers for Value 

The general exclusion of life insurance proceeds from gross income 
does not apply if there has been any transfer of the policy for a valuable 
consideration, other than certain specifically excepted types of transfers. 
Where there has been a transfer for value, Section 101(a)(2) limits the 
amount that is excluded from income to the consideration paid for the 
policy, plus subsequent premiums paid by the transferee, The general 
rule excluding life insurance proceeds from income applies, however, if 
the transfer for value was to the insured, a partner of the insured, a 
partnership in which he is a partner, or a corporation in which he is a 
shareholder or officer. This permits most of the transfers commonly 
encountered in business arrangements. It does not include, however, 





28 Int. Rev. Cope or 1954, § 101(d) (1). 

29 Rev. Reg. § 1.101-4. 

30 INT. Rev. Cope oF 1954, § 101(d)(2)(B), defines het amount to be pro- 
rated as the present value, at the date of death, of the agreement to make the 
deferred payments to the beneficiary, discounted on the basis of the interest rates 
and mortality tables used by the insurer in calculating the payments provided for 
in the settlement option. 

31 Rey. Reg. § 1.101-4(c), (e). 
32 Rev. Reg. § 1.101-4(d) (3). 
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transfers among shareholders of the same corporation, or from a corpo- 
ration to a shareholder other than the insured. These omissions have 
sometimes created problems in creating, or altering, plans for funding 
corporate buy and sell agreements with life insurance. 


Employee Death Bene fits 

Section 101(b) creates an exclusion from gross income for pay- 
ments, up to $5,000 in the case of any employee, which are made to his 
beneficiary or his estate by reason of the death of the employee. The 
exclusion will not apply if the employee had a nonforfeitable right to the 
payment before his death, unless the payment to which he had such a 
right is a total distribution made within one year under a retirement plan 
described in Section 401. The exclusion is available in the case of some, 
but not all, employees’ annuity payments. The rather complex appli- 
cation of the statute to such payments has been fully discussed 
elsewhere.** 


Estate Tax on Lire INSURANCE PROCEEDS 


Insurance Includable in the Gross Estate 

Insurance on the life of a decedent is includable in his gross 
estate if: 

(i) payable to the estate, or 

(ii) to other beneficiaries, and the decedent possessed at his 

death any incident of ownership of the policy. 

For this purpose, an incident of ownership is defined as including a 
reversionary interest if the value of that interest exceeded five per cent of 
the value of the policy immediately before death.** 

Prior to the 1954 Code, life insurance proceeds were included in 
the gross estate to the extent that the decedent had at any time paid 
premiums on the policy.*° The elimination of this ground for including 
insurance in the estate creates the possibility for the first time of making 
lifetime transfers of insurance upon which the insured has paid premiums, 
and thus removing the, proceeds of such policies from the insured’s tax- 
able estate. To achieve this end, it remains necessary that the insured 
divest himself of all the incidents of ownership, i.e. the right to change 
the beneficiary, to borrow against the policy, surrender the policy for its 
cash value, etc. Most insurance companies provide their own forms of 
absolute assignment designed to achieve this purpose. 

It might appear that the definition of an incident of ownership as 
including certain reversionary interests would often cause inclusion of 
insurance in the gross estate, despite the fact that a complete assignment 








33 See Casner, Estate Planning, 68 Harv. L. Rev. 433, 440 (1955). 

34 Int. Rev. Cope oF 1954, § 2042. 

35 InT. Rev. Cope oF 1939, § 811(g)(2). The possibility of re-enactment of 
this test has been put to rest, at least temporarily, by the elimination from H. R. 
8381 of a proposal for a modified premium payment test. 
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had been made. This possibility is more apparent than real. The regu- 
lations recognize that the right of a third person, “exercisable by such 
person alone and in all events,” to obtain the cash value of the policy 
will in all cases result in the value of a reversionary interest of the in- 
sured being less than five per cent. Thus, whenever the right to claim the 
cash value is transferred to a single individual, the insurance will not be 
included in the transferor’s estate under Section 2042.%° 

Although proper precautions are taken to prevent life insurance 
proceeds from being included in the gross estate under Section 2042, the 
possibility will remain that all or a portion of the proceeds might be in- 
cludable under Section 2035, if a transfer in contemplation of death has 
occurred. While the regulations indicate that the entire proceeds will be 
included if it is found that the policy was transferred in contemplation 
of death,*” it has been held that where the transferee subsequently has 
paid premiums only a pro rata portion of the proceeds, based upon the 
portion of the premiums paid by the transferor, is includable in his gross 
estate.** Since a transfer cannot be attacked as having been in contem- 
plation of death after three years, this decision suggests that the con- 
sequences of death within three years after a transfer might be mitigated 
if the transferee pays the premiums during the three year period fol- 
lowing the transfer. It has been noted by some commentators that the 
case also suggests that even though a policy may have been transferred 
many years before the insured’s death, any payment of premiums by him 
within three years of his death might result in the inclusion in his gros« 
estate of a pro rata portion of the entire insurance proceeds, based upon 
the ratio of the premiums paid within three years of death to the total 
premiums.*® 


Qualifying Insurance for the Marital Deduction 
Insurance proceeds included in a decedent’s estate can qualify for the 
marital deduction under Section 2056. If an installment option pro- 
viding for deferred payments to the surviving spouse has been selected, 
it is necessary that the special requirements of Section 2056(b)(6) be 
satisfied. 


Grrr Tax on TRANSFERS OF INSURANCE POLICIES 
Valuation 
A gift of an insurance policy is, of course, subject to the gift tax. 
The taxable event is the transfer of the ownership rights in the policy to 
another. The value of an insurance policy, for gift tax purposes, is the 
cost of a comparable policy issued by the same company at the time of 





36 Rev. Reg. § 20.2042-1(c) (3). 

37 See Rev. Reg. § 20.2042-1(a) (2). 

38 Leibmann vy. Hassett, 148 F.2d 247 (1st Cir. 1945). 

39 See MuNncH, EsTATE TAX PROBLEMS IN TRANSFERS OF J.:FE INSURANCE, 
Proc. or N.Y.U. 15TH ANN. INsT. ON Fep. TAXATION 219, 227. 
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the gift.“ Where premiums remain to be paid on the policy, this value 
is the “interpolated terminal reserve” on the policy at the time of the 
assignment, plus the portion of the last premium which is applicable to 
periods after the date of the gift. The value of a single premium or 
paid-up policy is the amount the issuing company would charge for a 
single premium policy in the same amount on the life of a person of the 
same age as the insured.*! Any indebtedness against the policy decreases 
its value for gift tax purposes.** 

The Internal Revenue Service requires that its form number 938 
be filed by the donor of an insurance policy with his gift tax return. 
The form is to be filled out by the company which issued the policy, and 
should disclose the relevant valuation data. 


Annual Exclusion 


If a policy is assigned to a single donee who is given the unrestricted 
right to exercise the incidents of ownership, the gift will qualify for the 
annual gift tax exclusion of $3,000, under Section 2503(b).** 

If the transfer is made to several donees, as joint owners, it has 
been held that the gift is of a future interest which does not qualify for 
the annual exclusion under Section 2503(b).** Since no one of the joint 


owners can exercise any of the ownership rights without the consent of - 


the others, such an arrangement was found to involve a gift of a future 
interest, Therefore, where gifts to more than one donee are to be made, 
the benefit of the annual exclusion can be obtained only if the insurance 
policy is split into several separate policies, and a separate policy is given 
to each donee. 

It will seldom be advisable to transfer an insurance policy outright 
to a minor. The necessity of the appointment of a guardian to exercise 
any ownership right and the doubtful wisdom of permitting the cash 
value, or possibly the insurance proceeds, to become available to a child 
when he attains the age of twenty-one are two of the more obvious 
reasons for not making such an outright assignment. On the other hand, 
a gift of a policy in trust for the minor usually will not qualify for the 
$3,000 annual exclusion, unless the trust itself satisfied the provisions of 





40 Rev. Reg. § 25.2512-6. 

41 Rev. Reg. § 25.2512-6. 

42 Cf. M. K. Leslie, 4 CCH Tax Ct. Mem. 216 (1945); See I.R.S. Form No. 
938. 


43 Rev. Rul. 408, 1955-1 Cum. BuLL. 113. 

44 Skouras v. Commissioner, 14 T.C. 523 (1950), aff'd, 188 F.2d 831 (2d Cir. 
1951); Cf. John M. Smyth, 2 CCH Tax Ct. Mem. 4 (1943); Nashville Trust 
Co., 2 CCH Tax Ct. Mem. 992 (1943). The absence of a cash surrender value at 
the time of assignment might cause a gift of the policy, or payment of premiums 
on it, to be classified as a gift of a future interest. See Nashville Trust Co., supra; 
but cf. Rev. Rul. 55-408, supra note 43. 
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Section 2503(c).*° As noted in the earlier discussion of this provision,*® 
it also requires that the property in the trust be distributable to the minor 
at age twenty-one. 

Payment of premiums on previously transferred policies are taxable 
gifts in the amount of the premium payment. Such payments will 
qualify for the $3,000 annual exclusion, if the ownership rights in the 
policy are held by a single donee, 


INTEREST ON INDEBTEDNEss INCURRED TO PURCHASE OR CARRY 
Lire INsuRANCE ENDOWMENT OR ANNUITY CONTRACTS 


Section 264 provides that no deduction shall be allowed for interest 
payments on any indebtedness incurred to purchase or carry a single 
premium life insurance, endowment or annuity contract. The section 
expressly defines a single premium contract as including one on which 
“substantially all” of the premiums are paid within a period of four 
years from the date of purchase, or one upon which an amount is de- 
posited with the insurer for payment of “a substantial number” of future 
premiums, Neither of the phrases “substantially all” or “a substantial 
number” are defined in the statute or regulations. There is no prohi- 
bition of deducting the interest paid upon indebtedness incurred to provide 
funds for payment of the annual premiums on a policy. Any prepayment 
of more than one or two annual premiums, however, will invite a dis- 
allowance of the entire interest with respect to premium loans in con- 
nection with the policy. 

There are few guideposts which will help in determining the 
meaning of the broad phrase “indebtedness incurred to purchase or carry” 
a single premium policy. In a broad sense, any indebtedness incurred by 
a taxpayer who owns such a policy could be regarded as an indebtedness 
to “carry” the policy. It has never been suggested that the term has such 
a broad scope, but on the other hand it should not be assumed that 
application of this provision would require the government to trace the 
borrowed funds to show an application of the same funds to the pur- 
chase of a policy, or to the payment of a previous indebtedness incurred 
to purchase a policy.** There is some authority under the related section 
dealing with indebtedness incurred to purchase or carry tax exempt 
securities, which would indicate that the test to be applied is a subjective 
one, i.e. whether or not the reason for the borrowing was to finance the 
purchase of tax exempt securities. In one instance, it has been ruled that 
even though the funds borrowed could be traced in part to such a 





45 Gifts to certain trusts other than those described in Section 2503(c) also 
may qualify for the annual exclusion. See Kieckhefer v. Commissioner, 189 F.2d 
118 (7th Cir. 1951). 

46 See discussion of Section 2503(c) by Kohn, Gift Planning to Save Taxes, 
20 Onto St. L.J. 61, 66-68 (1959). 

47 Cf. Bernard H. Jacobson, 28 T.C. 579 (1957). 











96 OHIO STATE LAW JOURNAL [Vol. 20 


purchase, the section did not apply because the investment was temporary 
and the borrowing was made for a different purpose.*® 


SUGGESTIONS WITH REGARD TO 
Mr. BEAVER’s INSURANCE PROGRAM 


His Present Situation 

Since Mr. Beaver owns all of the policies on his life, the entire 
proceeds of these policies will be included in his gross estate for estate tax 
purposes. The proceeds may or may not qualify for the marital de- 
duction, depending upon the beneficiary designation and the form of 
settlement option which is in effect at the time of his death. His owner- 
ship of the endowment contract presents a potential income tax problem 
in the year that it will mature. 


Possible Improvements in Mr. Beaver’s Tax Situation 
Through Transfers of Insurance Policies 


Mr. Beaver can reduce his potential estate tax liability through 
assignment to his wife or children of certain of the policies he now owns, 
or other policies which he might obtain by exchanging his present policies 
for new ones to be issued by the issuing companies. The decision as to 
which policies to give away, to whom and how to make the gifts 
(whether outright or in trust) depends upon those factors discussed 
supra.*® It is appropriate here, however, to compare insurance with other 
types of property as an appropriate subject for an intra-family gift. 

Since an insurance policy is not income producing property, it may 
be given away without reducing current income. This could be an ad- 
vantage or disadvantage depending upon whether the objective is to re- 
duce both income and estate taxes, or to reduce estate taxes without 
sacrificing current income. 

A gift of a life insurance contract will offer the prospect of a 
greater estate tax saving, at a smaller gift tax cost, than a gift of most 
other types of property. This results from the fact that the entire in- 
surance proceeds would be taxable in the estate, whereas only the cost of 
a comparable policy is subject to the gift tax at the time of the gift. 
Thus, the appreciation in value of a life insurance policy, which occurs 
by reason of death, may be removed from the taxable estate by making 
a gift of the policy before this appreciation occurs. 

If Mr. Beaver made a gift of property other than life insurance, 
the property in the hands of the donee would have the same cost basis 
as it had in Mr. Beaver’s hands." The donee would lose the benefit of 
the stepped-up cost basis which he would otherwise have acquired if 





48 Rev. Rul. 389, 1955-1 Cum. BuLL. 276. 

49 Kohn, supra note 46, at 73-74. 

50 The code now provides for an increase in the donee’s basis equal to the 
gift tax paid by the donor and attributable to the gift. 1958 Technical Amend- 
ments Act, § 43, adding a new subsection (d) to INT. Rev. Cope oF 1954, § 1015. 
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Mr. Beaver had retained the property until his death and it had been 
included in his gross estate. Since the insurance proceeds will be received 
tax free by his donees at the time of his death, this loss of a stepped-up 
cost basis is unimportant where insurance policies are involved. 

For one or more of the foregoing reasons, it might well be deter- 
mined that it is preferable for Mr. Beaver to make a gift of insurance 
policies rather than of some other property. The inclination to assign 
insurance policies in order to save estate taxes should not be followed, 
however, until it has first been determined that there are sufficient liquid 
assets, other than the insurance, available for payment of tax and ad- 
ministration costs at death. In most cases, it will be well for the insured 
to retain sufficient insurance to cover these predicted death costs. It is 
sometimes possible, however, to work out an arrangement whereby the 
donee of the insurance policies will use the proceeds to purchase nonliquid 
assets from the estate, and thus assure the liquidity of the estate, even 
though the insurance is not part of the gross estate for estate tax purposes. 

Having determined to make gifts of insurance policies, there re- 
mains the problem of determining which policies to give away. A gift 
of a paid-up policy will obviously result in a higher gift tax. On the 
other hand, a gift of such a policy does not require arrangements for 
payment of future premiums, and avoids the possibility that such premium 
payments might provide a basis for a claim that some part of the proceeds 
of the policy should be included in the decedent’s gross estate on the 
ground that the premium payments within three years of death con- 
stituted a partial transfer of the policy itself in contemplation of death. 
In Mr. Beaver’s case, the value of the paid-up policy appears to be less 
than the $6,000 exclusion which is available to Mr. Beaver and his wife, 
and therefore the gift tax is not a factor to be considered here. In any 
event, we would suggest that any additional life insurance on Mr. 
Beaver’s life should be purchased either by Mrs. Beaver or by his 
children. This will insure that the proceeds of the new policies will not 
be included in his taxable estate. 


Possible Dispositions of the Endowment Policy 

The endowment policy could be exchanged for an annuity contract, 
under which payments will commence no later than the maturity date of 
the present policy. Such an exchange could be made at any time prior to 
the expiration of sixty days after maturity of the policy under Section 
72(h). No taxable gain would be recognized under Section 1035. If 
Mr. Beaver anticipates retirement and a consequent reduction in his 
earned income at approximately the same time that the endowment policy 
will mature, such an exchange may well be advisable. Unless the endow- 
ment matures more than three years after his retirement, which is quite 
unlikely, he can hope for no relief from the tax consequences of the 
maturity of the policy under the respread provisions of Section 72(e) (3). 
As the maturity date of the policy approaches, and if no other solution 
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appears possible, Mr. Beaver can then consider whether he wishes to 
undertake the litigation costs which would be involved in any attempt to 
convert the income to be realized on maturity of the policy into capital 
gain income through a sale of the policy, prior to maturity, to a third 
person, The tax consequences of such a sale have recently been litigated 
before the Tax Court and the Court of Claims, The Tax Court upheld 
the taxpayer’s contention that a long term capital gain was realized. 
The Court of Claims held that the gain realized constituted ordinary 
income because the transaction involved the sale of an income right.*? 





51 Compare Percy W. Phillips, 30 T.C. 87 (1958), with Arnfeld v. United 
States, 163 F. Supp. 865 (Ct. Cl. 1958). 
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THE MARITAL DEDUCTION 


DonaLp C. ALEXANDER* 


As is so often the case, Earl and Betty Beaver have simple one-page 
wills in which each of them leaves his entire estate outright to the other. 
Thus, each of them has already made full use of the estate tax marital 
deduction, and some of the sting resulting from the grant of too much 
property from each to the other has been eliminated by the 1954 change 
in the rules governing the estate tax credit for property previously taxed." 
If Earl Beaver should die while his present will is in effect, his federal 
estate tax would be approximately $30,000. Since all his property is left 
to Betty Beaver, the estate tax on her death, computed on the assumption 
that the same property should remain in her estate at the same value and 
without regard to possible utilization of the credit for property previously 
taxed, is approximately $90,000. Effective use of the marital de- 
duction—qualifying just enough and not too much—can reduce this 
second tax, on the same circumstances and assumptions, to approximately 
$32,000. Obviously, Earl Beaver’s will must be changed; and it is 
equally clear, considering taxes alone, that Betty Beaver’s will should be 
changed so as not to pile her small estate on Earl’s large one. 


GENERAL 

With this introduction, I will review certain aspects and current 
problems involved in the use of the marital deduction—the federal 
estate tax deduction for property passing from one spouse to another 
under certain conditions and subject to certain limitations. The dis- 
cussion below by no means purports to be a complete or comprehensive 
review of all the technical niceties of the marital deduction; there is 
neither time nor space nor need for such a work.” Instead it is limited 
to a rapid coverage of certain aspects which may be of particular interest 
at this time to Ohio lawyers, with examples of provisions suggested by 
a leader in this field. 


WHETHER AND TO WuHatT ExTENT TO USE 
THE Marirat Depucrion 
Since enactment of the Revenue Act of 1948, full use of the 
marital deduction has become a habit and, like most habits, is hard to 
break. Since drafting a will is a rather unrewarding and tiresome 





*Of the firm of Taft, Stettinius and Hollister, Cincinnati, Ohio; member 
of the Ohio and District of Columbia Bars. 

1 Int. Rev. Cope oF 1954, § 2013, extends the period in which the credit is 
allowed to ten years and allows a 100 per cent credit if the initial transferor’s 
death occurred within two years of that of the decedent, declining twenty per cent 
each two-year period thereafter. 

2 For complete discussions, see LowNDES AND KRAMER, FEDERAL EsTATE AND 
Girt Taxes 371-422 (1956); CAsNEeR, EsTATE PLANNING 634-93 (2d ed. 1956); 
SHATTUCK AND Farr, AN EsTATE PLANNER’S HANDBOOK 253-75 (2d ed. 1955). 
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process, which may also be time-consuming, the easier course is to fol- 
low the familiar path, employ the usual clauses and reach the customary 
result. But one cannot overstate the necessity of making a careful ex- 
amination of all the facts of each situation and of making an inde- 
pendent judgment and recommendation, based upon such specific facts, as 
to whether the marital deduction should be used at all and, if so, to what 
extent. In performing this job, the draftsman should consider the factors 
which are reviewed below, but consideration cannot be limited to such 
factors alone. 

The first thing to do is to obtain and examine the arithmetical facts 
of the specific case.* For the Beavers, it should suffice to point out that 
under the circumstances existing at the time of consultation the marital 
deduction should not be used in Mrs. Beaver’s will,* and, as shown above, 
rewriting Earl Beaver’s will so as to eliminate the over-qualification of 
assets for the marital deduction should effect a very substantial decrease 
in aggregate taxes on passing the Beaver property to the next generation. 

The Beaver facts as changed by the proposed gift program present 
a different and more difficult question in which there is not such a great 
disparity in value between the estate of the husband and that of the wife. 
Under such circumstances, arithmetical computations, excluding all other 
factors, point toward a marital deduction bequest in the larger estate 
equal to one-half the excess of the larger over the smalier estate. 

One should not overlook another advantage of the marital de- 
duction; even if it may not decrease total taxes payable on transmission 
of property to the next generation, deferment of payment of a sub- 
stantial part of such aggregate taxes is itself a major benefit. Reducing 
the tax burden in the estate of the spouse first to die to the maximum 
extent means that the funds which otherwise would have been employed 
to pay such tax will be available to the second spouse during his or her 
lifetime for the production of income. Particularly in the case of a 
young couple or a May-and-December marriage surprising results can 
be determined by the use of tables showing the present value of a right 
to future income over ‘the remaining lifetime of the surviving spouse.® 
The value of this income right, even after reduction by income taxes to 
be imposed upon it, may well offset any estate tax detriment in taking 
maximum use of the marital deduction. Furthermore, it should be re- 





3 For a brief but excellent discussion, see TWEED AND Parsons, LIFETIME 
AND TESTAMENTARY ESTATE PLANNING 38-41 (rev. ed. 1955). 

4 The estate tax exemption of $60,000 is more than sufficient to cover the 
property to be included in her estate on the facts which are stated and, pre- 
sumably, provable. Int. Rev. Cope oF 1954, § 2052. But see the discussion supra 
dealing with the difficulty of proving the source of funds used to acquire joint 
and survivorship property. Alexander, Joint and Survivorship Property, 20 Onto 
St. L.J. 75, 78 (1959). 

5 See Rev. Reg. § 20.2031-7(f). 
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called that the estate tax rates progress very slowly,® and there may be 
no additional estate tax cost in over-qualification to a small extent. 
Another and more important reason why the result of an exercise 
in basic arithmetic should not automatically result in rejection of use of 
the marital deduction is that shrewd taxpayers may not only have their 
cake but may eat a substantial part of it. The property qualifying for 
the marital deduction may be consumed by the surviving spouse or given 
away by her, in whole or in part, thus escaping the estate tax penalty 
otherwise imposed upon the second estate as a condition to tax reduction 
in the first. This advantage should be borne in mind by the draftsman 
and explained to the client, for it affords an excellent method of trans- 
mitting property to the next generation at minimum tax cost. Whenever 
feasible, the marital deduction trust should be drawn in very broad terms 
so as to permit invasion and consumption of principal, with consequent 
conservation of income of the so-called “B” trust which will not be 
included in the estate of the surviving spouse.” Furthermore, the sur- 
viving spouse should be given, wherever feasible, a limited power of 
appointment or other right to transfer property out of the marital de- 
duction trust to the next generation. Although the Service has ruled that 
the exercise of this power is a taxable gift as a release of the requisite 
general power of appointment® judicious use of gifts (even taxable ones) 
can result in substantial aggregate savings on the transmission of property. 
On the other hand, the draftsman should not overlook disadvantages 
inherent in the use of the marital deduction. The estate taxes progress 
to higher levels at a slow rate, but the progression is surely there, and if 
both spouses have substantial estates, have made substantial gifts, and 
are aged or in bad health, the possibility of consumption or disposition 
by the survivor so as to counteract the increased cost in transmission from 
one generation to another may be of only theoretical value, Further- 
more, one must recall that the Ohio inheritance tax law contains no 
marital deduction. The lower rates and slightly increased exemption® 
applicable to dispositions in favor of the surviving spouse reduce, but, in 
most cases, do not eliminate, an added cost in transferring property 
through the estates of both spouses to the next generation. Experience 
has shown that the credit allowed against the federal estate tax for the 
Ohio inheritance tax is ordinarily insufficient to cover the tax chargeable 
on the transmission of an estate in which substantial or full use of the 
marital deduction is made.?® Thus, the Ohio inheritance tax on Earl 
Beaver’s death exceeds the allowable federal credit by more than $5,000, 





6 Int. Rev. Cope oF 1954, § 2001. 

7 Durkin, Planning the Disposition of Property Not Included in the Marital 
Deduction, 20 Onto St. L.J. 114, 115 (1959). 

8E.T. 23, 1950-1 Cum. BuLL. 133; Rev. Reg. § 25.2514-1(b) (2). 

9 Onto Rev. Cope §§ 5731.09, .12 (1953). See also On10 Rev. Cope § 5731.03 
(1953). 
10InT. Rev. Cope oF 1954, § 2011. 
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even if one assumes that no part of the insurance proceeds are subject to 
Ohio tax. 

Furthermore, if the surviving spouse owns substantial property in 
her own right, one may reasonably assume that she has a substantial 
income. If so, the requirement that all the income from the qualifying 
interest be paid at least annually to the surviving spouse means wastage 
of much of the income derived from the qualifying interest through 
taxation at higher brackets otherwise avoidable to a considerable extent." 

Often the estate of the decedent may consist largely of stock in a 
closely-held business, such as Earl Beaver’s Manufacturer’s Representa- 
tive, Inc., and taking maximum advantage of the marital deduction 
requires that the stock be split. Division of that which should not be 
divided may not be harmful if the interest is sold soon after the death 
of the decedent, but one cannot ordinarily be certain of obtaining a satis- 
factory price. Also, diminishing the split by limiting the widow’s rights 
cannot completely remove the problem, for the widow must have an 
unrestricted lifetime or testamentary power of disposition.’* Further- 
more, in some cases, the testator may insist that the draftsman should 
write his will so as to keep a family business or inherited estate in the 
blood line. Possibilities of second marriages and of unfortunate dis- 
positions cannot be eliminated if one is to utilize the marital deduction, 
and the additional tax cost may be outweighed by the desirability to some 
persons of establishing an inflexible disposition not subject to the frailties 
of the flesh or to predatory fortune hunters, 


How tro Use THE MarrraL DepUCcTION 


Interests Passing Outside the Will 


After it has been decided to employ the marital deduction, the next 
question is how to effectuate this decision. Many believe the draftsman 
should begin his study by reviewing interests which will not pass under 
the proposed will, as such assets often include items which already qualify 
for the marital deduction or which should be qualified to bring about the 
most advantageous and sensible disposition of the testator’s property. 

A good starting point is the family residence. In the Beaver case 
the residence is owned in the joint names of Earl and Betty Beaver with 
rights of survivorship. This means that it will pass in its entirety to 
Betty if Ear] should die first, and, with the bank account and bonds held 
in similar fashion, will qualify for the marital deduction.’ 

After the residence and joint interests have been disposed of, the 





11 But see the throwback rules applicable to trusts in which accumulation 
is permitted. INT. Rev. Cope oF 1954, §§ 665-68. 

12 Knecht, Special Administrative Clauses for Trusts, 20 Ouro St. L.J. 51, 57 
(1959), discusses a program of gradual purchase of closely-held stock from the 
marital trust by the “B” trust but this plan is not immune from posthumous trouble 
and some trustees might perhaps be hesitant to use it. 

13 InT. Rev. Cope oF 1954, § 2056(e) (5). 
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draftsman should then check on other assets passing outside the will,’* 
and by far the most important of these is insurance on the life of the 
testator. In the Beaver situation, the face amount of insurance on Earl’s 
life is $100,000, and we may assume that this insurance is payable in the 
usual way, to Betty if she survives Earl, with the children as contingent 
beneficiaries, 

The disposition of Earl Beaver’s insurance has already been dis- 
cussed.*° To the extent that such insurance policies have been transferred 
to others and thus excluded from Earl’s taxable estate, they cannot 
qualify for the marital deduction. If Earl Beaver, or any other testator, 
retains ownership of insurance policies on his life, however, the settle- 
ment provisions should be carefully reviewed with the marital deduction 
in mind, for certain features of insurance make it a particularly desirable 
type of property to use. 

The simplest method of qualifying insurance for the marital de- 
duction is to provide that the proceeds are to be paid outright to the 
widow, if she survives. Such policies will qualify, even though the 
widow is given the right to elect optional forms of settlement.’® If the 
proceeds are paid into an insurance trust, the trust must qualify under 
the rules discussed below; the requirements of the marital deduction 
provision relating to insurance apply only to proceeds paid out or held 
by the insurer.'7 In order to save Ohio inheritance taxes, it is desirable 
to have the insurance paid to a beneficiary other than the estate of the 
insured.*® 

The rules governing, the qualification of insurance proceeds paid 
under optional settlements are spelled out in the regulations’® and are 
modeled on those applicable to trusts. In brief, the surviving spouse 
must (a) receive annual installment or interest payments which begin 
not later than thirteen months after the decedent’s death, and (b) have 
power to consume or appoint all amounts held by the insurer, with no 
such power in any other person. Insurance companies have made care- 
ful studies of these requirements, and a broad variety of tested options 
are available to qualify settlements for the marital deduction. Although 
the regulations take a rather liberal view toward certain requirements 
which must be satisfied prior to making any payments under polices of 
certain companies,”” it is quite important for the draftsman to review 





14 Particular attention should be paid to the interests of the testator in any 
trust created by others, general or limited powers of appointment, and inter vivos 
trusts created by the testator. 

15 Colquhoun, Planning Respecting Life Insurance, Endowment, and Annuity 
Contracts, 20 Onto St. L.J. 85 (1959). 

16 TRACHTMAN, ESTATE PLANNING 99 (rev. ed. 1958). 

17 InT. Rev. Cope oF 1954, § 2056(b) (6); Rev. Reg. § 20.2056(b)-6. 

18 Onto Rev. Cone § 5731.06 (1953). 

19 Rey. Reg. § 20.2056(b)-6(a). 

20 Rev. Reg. § 20.2056(b)-6(d). 
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the exact wording of old settlements and make necessary changes to 
convert disqualifying conditions into harmless formalities.*' 

An important advantage of qualifying insurance for the marital 
deduction is that it can be consumed through installment payments 
during the lifetime of the survivor, thus (a) furnishing funds, both 
income and principal, for the maintenance of the widow, and (b) 
escaping the second estate tax. Also, the interest element in installment 
proceeds is exempt from income tax in the hands of the surviving spouse 
to the extent of $1,000 annually.”* Particularly in the case of sub- 
stantial estates, it may well be advisable to make the maximum use of 
this exemption. 

The familiar widow’s allowance, granted by Section 2117.20 of 
the Ohio Revised Code, may amount to a sizeable sum in large estates 
and a substantial portion of small ones.7* The recent Rensenhouse** and 
Cunha” cases, construing Michigan and California law respectively, 
have raised a question whether amounts paid as widow’s allowances may 
qualify for the marital deduction by escaping the ban against terminable 
interests. The applicable provisions of the regulations make the issue 
turn on this question.”® 

It is submitted that the widow’s allowance in Ohio clearly qualifies 
for the marital deduction, and this is the position of the Internal Revenue 
Service. If the widow’s rights are not curtailed by the Ohio common 
disaster statute,”” they are fully vested, not subject to divestment by 
reason of death or remarriage.”* 

Although property exempt from administration”? seems to have 
been generally allowed as part of the marital deduction, a close exami- 





21 One cannot count upon all courts taking the liberal view recently adopted 
by the third circuit toward a poorly-written settlement provision. Eggleston v. 
Dudley, 58-2 U.S. Tax Cas. § 11,807 (3d Cir. 1958). 

22 InT. Rev. Cope oF 1954, § 101(d) (1) (B). 

23In the period immediately following enactment of the Revenue Act of 
1948 many wills were written so as to give the widow forty-nine per cent or 
forty-five per cent of the estate, depending upon the widow’s allowance to pick 
up the excess necessary to take full advantage of the marital deduction. This 
practice seems to have dimirished. 

24252 F.2d 566 (6th Cir. 1958). The Tax Court had decided the question 
against the taxpayer on the more fundamental issue of whether the allowance 
“passed” to the widow within the meaning of INT. Rev. Cope or 1954, § 2056(e), 
but on appeal the government abandoned this argument, which conflicted with 
its regulations and rulings. Although holding on remand that the Michigan 
widow’s allowance qualified, the Tax Court remained unconvinced. Estate of 
Proctor D. Rensenhouse, 31 T.C. No. 81 (1959). 

2530 T.C. No. 80 (1958). But cf. King v. Wiseman, 147 F. Supp. 156 
(W.D. Okla. 1956). 

26 Rev. Reg. §§ 20.2056(e)-2(a), 20.2056(b)-1(g), Example 8. 

27 On10 Rev. Cope, § 2105.21 (1953). In re Estate of Metzger, 140 Ohio St. 
50, 42 N.E.2d 443 (1942). 

2“8In re Estate of Croke, 155 Ohio St. 434, 99 N.E.2d 483 (1951). 

29 Onto Rev. Cope § 2115.13 (1953). Cf. Rev. RuL. 419, 1955-1 Cum. Butt. 458. 
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nation of the statute discloses certain rather difficult questions. If minor 
children survive the decedent, the rights of a surviving spouse to certain 
properties may be cut off if the spouse ceases to provide for such 
children.** Of course, the fact that the amount passing under this pro- 
vision cannot exceed $2,500 prevents it from presenting a major prob- 
lem, but to avoid any possible question, it seems advisable for the spouse 
to elect to take money rather than chattels in cases where there are 
surviving minor children. 


Marital Deduction Provisions of Wills 

Perhaps the most important current topic in this field is how to 
express the provisions giving the surviving spous the proper share of the 
decedent’s property. The present Beaver wills solve the problem simply, 
but not effectively, by giving the entire estates of each spouse to the other. 
Specific bequests and the traditional form of pecuniary legacy may, of 
course, be used in appropriate cases or to transfer particular property 
(e.g., household effects and automobiles) to the surviving spouse. Gen- 
erally, however, more is needed and in most instances of larger estates 
it will be found that the familiar “marital trust” is the appropriate 
vehicle. 

The conditions requisite for qualification of such a trust are 
clearly stated and fully discussed in the regulations,*' and it appears 
sufficient here to mention only that the surviving spouse must receive the 
entire income for life, payable at least annually, and must have a com- 
plete and unrestricted power of consumption, disposition or appointment 
over the proceeds, with no such power in any one else.*? 

Changes made in the 1954 Code permit qualification of (a) prop- 
erty in which the spouse is given a legal life estate plus power of appoint- 
ment, and (b) an undivided interest in a trust, called a “specific portion” 
in the statute.** These provisions seem to be of little benefit in estate 
planning. Establishing separate trusts rather than attempting to qualify 
part of a single trust avoids semantic difficulties in determining what is a 
“specific portion,”** and it is difficult to envision any disadvantages of 
substance to this route. Although one bent on utilizing all tax-saving 
devices, however transparent or transitory, might attempt to use a legal 
life estate instead of a trust to take advantage of a recent decision®® 





30 But see In re Schneider’s Estate, 108 N.E.2d 363 (Ohio P. Ct. 1952). 

31 Rev. Reg. § 20.2056(b)-5. 

32 Of course, a power to appoint may be granted to another if either (a) 
the sole appointee is the surviving spouse or her estate, or (b) the other power 
cannot be exercised in derogation of that granted the surviving spouse. Rev. 
Reg. § 20.2056(b)-5(j). For comprehensive discussions and analyses of these 
requirements see the authorities cited at note 2 supra. 

33 Int. Rev. Cope oF 1954, § 2056(b) (5). 

34 See Rev. Reg. § 20.2056(b)-5(c). 

35 United States v. Cooke, 228 F.2d 667 (9th Cir. 1955). See also de Bon- 
champs v. U.S., 1 AFTR2d 1240 (D. Cal. 1958), and Brown v. U.S., 58-2 U.S. 
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which apparently sanctions a tax-free sale of property by the life tenant, 
there seem to be few other considerations favoring such a disposition.*® 
The recent congressional largesse*’ in rescuing those who had received 
no advice or poor advice by retroactively amending the 1939 Code to 
incorporate these 1954 amendments deserves no discussion here.** 


1. Formula Clauses: to Use or Not to Use 

The major problems of draftsmanship have arisen in instances 
where it appears desirable to use the marital deduction to the fullest ex- 
tent but no more.*® Two highly vocal schools of thought have been 
developed; one group, usually named for its leader Joseph Trachtman, 
believes that traditional forms of dispositive provisions should be used, 
and the other, and probably larger, force believes that the marital de- 
duction gift should be expressed in terms of the language of the Internal 
Revenue Code. Considerable public controversy has resulted,*® and a 
brief description of the objectives and methods of each school may be 
helpful. 

The Trachtman group believes and can demonstrate rather ef- 
fectively that claiming the marital deduction down to the last penny is 
unnecessary. Furthermore, they point out that splitting the non- 
testamentary assets into qualifying and non-qualifying portions and then 
dividing the testamentary assets in the same way by use of the traditional 
language may, in certain instances, achieve the exactitude sought but not 
necessarily discovered by the formula-clause group without introducing 
difficult questions of construction.*? On the other hand, the exponents of 
the formula clause maintain that their wills provide a means by which 





Tax Cas. § 9861 (D. Hawaii 1958), following Cooke. These cases turn, to a 
considerable extent, upon the application of local law, and it is doubtful whether 
they would be followed in other circuits. 

36 See On10 Rev. Cope § 2105.20 (1953) (liability of life tenant for waste) ; 
20 OHI0 Jur. 2p Estates § 89 (1956). 

37 Technical Amendments Act. of 1958, § 93, amending INT. Rev. CopE oF 
1939, § 812(e) (1) (F). 

38 For excellent discussions of the unfortunate trend in Congress to pass 
private relief bills in the ghise of public tax legislation, see Surrey, The Congress 
and The Tax Lobbyist—How Special Provisions Get Enacted, 70 Harv. L. Rev. 
1145 (1957); Cary, Pressure Groups and the Revenue Code: A Requiem in 
Honor of the Departing Uniformity of the Tax Laws, 68 Harv. L. Rev. 745 
(1955). 

39 Since hindsight is indisputably better than foresight in estate planning 
as well as other fields, it may well be advisable in some cases to qualify too 
much rather than too little, relying on the judicious use of complete or partial 
disclaimers to achieve the best results. 

49 See, ¢.g., Trachtman, Leaping in The Dark: More Adventures with the 
Marital Deduction, 93 Trusts & Estates 922 (1954); Sargent, To Each His Own, 
93 Trusts & Estates 933 (1954). 

41 But cf. Braun v. Central Trust Co., 92 Ohio App. 110, 109 N.E.2d 476 
(1952) (formula clause bequest upheld as not violating Ohio rule against per- 
petuities). 











1959} MARITAL DEDUCTION 107 


the share passing to the wife is automatically adjusted to the proper 
amount as changes take place in the non-testamentary and testamentary 
assets of the testator after the execution of the will.** With the passage 
of time and the growth of a body of law which cannot be considered 
unfavorable, the group fearing “federal prose’** and formula clauses 
has apparently lost some of its adherents. 


2. Types of Formula Clauses 

Two general types of formula are now in use. An example of the 

first, which has been construed to grant a pecuniary legacy, is as follows: 
If my said wife survives me, I give to . . . that amount 
which equals the maximum estate tax marital deduction (al- 
lowable in determining the federal estate tax payable by reason 

of my death) diminished by the value for federal estate tax 

purposes of al] items in my gross estate which qualify for said 

deduction and which pass or have passed to my said wife (the 
words ‘pass or have passed’ shall have the same meaning as 
such words shall have under the provisions of the Internal 

Revenue Code in effect at the time of my death) under other 

provisions of this will, by right of survivorship with respect to 

jointly owned property, under settlement arrangements relating 

to life insurance proceeds, or otherwise than under this para- 

graph. In making the computations necessary to determine 

such amount, the final determinations in the federal estate tax 
proceeding shall control. The payment of such amount may 

be either in cash or im kind, or partly in cash and partly in 

kind, and to the extent payment is made in kind, the value of 

the distributed property at the date of distribution shall 

control.** 

As a pecuniary legacy, the above example and similar clauses may 
cause substantial income tax problems.*® Following a private ruling 
issued in response to a request for field advice, the Internal Revenue 
Service stated in Revenue Ruling 56-270** that an estate realized capital 
gain or loss upon the transfer of property, apparently valued at date of 
distribution, in satisfaction of a bequest of an amount sufficient to utilize 
the maximum marital deduction. Such position has been reaffirmed in 





42 For an excellent, although brief, discussion of the views of both sides, 
see Report of the Committee on Draftsmanship: Wills and Trusts, AMERICAN BAR 
ASSOCIATION SECTION OF REAL PROPERTY, PROBATE AND Trust Laws 72-76 (1957). 

43 TRACHTMAN, Op. cit. supra note 16, at 40. 

44 Casner, OUTLINE OF ADDRESS PRESENTED AT UNIV. OF CINCINNATI COLLEGE 
oF Law, Marx SEMINAR (May 9, 1958) 1. Professor Casner’s sample clauses, like 
Topsy, grow with the years. Cf. Casner, Estate Planning — Marital Deduction 
Provisions of Trusts, 64 Harv. L. Rev. 582, 584 (1951). 

45 See Alexander, Two Current Income Tax Problems of Executors, 39 
Onto Bar 752 (1956). 

46 1956-1 Cum. BuLL. 325. 
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the regulations.*7 This means that if property has appreciated in value 


between the date of estate-tax valuation and the date of distribution, 
an executor transferring such property in satisfaction of a formula 
clause such as that in the example will realize a capital gain.*® 

Some have suggested avoidance of these income tax problems by 
providing that the executor should distribute assets at estate tax values in 
satisfying a marital bequest.*® It seems sufficient to mention that many 
believe that distribution at estate tax values may give the executor a 
power of appointment, may endanger the marital deduction, or its 
amount, and may heighten rather than diminish the problem of conflict 
between the surviving spouse and other beneficiaries. 

The problems created by the pecuniary legacy type of formula 
clause have caused an apparent majority of experts in the field to shift 
to the use of formula clauses which transfer a share of the residue.™ 
An example of a fractional share which leaves nothing to chance is the 
following: 

If my said wife survives me, I give to. . . the following 
described fractional share of my residuary estate: 
The numerator of the fraction shall be the maximum 
estate tax marital deduction (allowable in determining 
the federal estate tax payable by reason of my death) 
minus the value for federal estate tax purposes of all 
items in my gross estate which qualify for said deduction 
and which pass or have passed to my said wife (the words 
‘pass or have passed’ shall have the same meaning as such 
words shall have under the provisions of the Internal 
Revenue Code in effect at the time of my death) under 
other provisions of this will, by right of survivorship with 
respect to jointly owned property, under settlement ar- 
rangements relating to life insurance proceeds, or other- 
wise than under this paragraph; and the denominator of 
the fraction shall be the value of my residuary estate, and 
to the extent that items in my residuary estate are in- 
cluded in my gross estate the value at which they are 
included in my gross estate shall control, and to the extent 
they are not so included their value at the time they 








47 Rev. Reg. § 1.1014-4(a) (3). 

48 Despite the realization of gain, the Treasury has taken the position in 
its regulations under the new income tax provisions governing estate distributions 
that an amount transferred in satisfaction of a marital deduction formula clause 
carries with it a proportionate part of the distributable income of the estate. 
Rev. Reg. § 1.663(a)-1(b) (1). 

49 See Stevens, Troublesome Will Provisions, 34 Taxes 809, 817 (1956). 

50 See Report of Committee on Draftsmanship: Wills and Trusts, supra note 
42 at 75; SHATTUCK AND Farr, AN EsTATE PLANNER’S HANDBOOK 271 (2d ed. 1953). 

51 See Cox, Types of Marital Deduction Formula Clauses, 15 N.Y.U. Inst. 
ON Fev. Tax 909, 933 (1957). 
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would have been valued if they had been so included 
shall control, in determining the denominator. 


When distribution is made, there shall be distributed the 
above described fractional share of my residuary estate with- 
out regard to whether the total value of what is distributed 
is more or less than the numerator of the above described 
fraction.” 


A clause granting a fractional share of the residue avoids realization 
of gain,®® and the surviving spouse shares in the increase or decrease in 
the residue to the date of distribution. If the estate appreciates in value 
after the valuation date, the surviving spouse will take more than the 
amount deducted on the estate tax return of the decedent, and the 
aggregate cost of transmission of property to the next generation may 
be increased. On the other hand, this speculative disadvantage is proba- 
bly outweighed in the usual situation by avoidance of the problems 
attendant to the use of a clause granting a pecuniary legacy. Satis- 
faction of a formula bequest of the residuary-share type carries with 
it, under present law, a proportionate share of the income of the estate,” 
but recommendations for legislative changes have been made to correct 
these rules which attribute estate income to persons receiving distributions 
of corpus.%° 

Whether the widow takes a pecuniary legacy or a share of the 
residue, it is important to have an express provision for payment of 
federal estate and Ohio inheritance taxes out of the non-marital share 
of the estate.5” Such action is necessary to obtain the maximum marital 
deduction and to avoid difficult algebraic computations in situations in 
which the exact amount of the marital deduction may not be important. 





52 Casner, OUTLINE OF ADDRESS PRESENTED AT UNIV. OF CINCINNATI COLLEGE 
oF Law, Marx SEMINAR (May 9, 1958) 2. Almost identical wording is found in 
Casner, EsTATE PLANNING 504-05 (1958 Supp.). Simpler language could be used in 
the usual situation where all the residuary assets will be included in the gross 
estate. See Casner, Estate Planning—Marital Deduction Provisions of Trusts, 
supra note 44, at 585-86. 

53 Rev. Rul. 117, 1955-1 Cum. Buti. 233; Rev. Reg. § 1.1014-4(a) (3). 

54In the article cited at note 49 supra, the author contends that residuary- 
share bequests are undesirable for the executor may be required to allocate assets 
“strictly on a proportionate basis.” 34 Taxes at 817. This does not seem to be 
the law in Ohio, particularly if the will contains the usual provision permitting 
disproportionate distributions in kind. Onto Rev. Cope § 2113.55 (1953). Cf. In re 
Mellott’s Estate, i62 Ohio St. 113, 121 N.E.2d 7 (1954). For a simple clause per- 
mitting this result, see Tweep & Parsons, LIFETIME AND TESTAMENTARY ESTATE 
PLANNING 89 (rev. ed. 1955). 

55 Rev. Reg. § 1.663(a)-1(b) (2). 

56 See Final Report of the Advisory Group on Subchapter J 30-31 (1958), 
H.R. 3041 § 9, 86th Conc., Ist Sess. (1959). These changes would apply, a fortiori, 
to formula clauses of the pecuniary legacy type. 

57See Estate of Jaeger, 27 T.C. 863 (1957), aff'd per curiam, 252 F.2d 790 
(6th Cir. 1958). 
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3. Common Disasters 

What happens if both spouses should die in a common disaster or 
within a comparatively short period of time? A six-month requirement 
of survival may be written into a marital deduction bequest without dis- 
qualifying it for the marital deduction provided, of course, that such 
condition does not become effective.** Also, Section 2105.21 of the 
Ohio Revised Code provides, in the absence of a provision in the will to 
the contrary,” that a spouse or other legatee must survive the decedent 
by thirty days to take an interest granted under the will or by law. If 
the estates of the spouses are substantially disproportionate, however, the 
shoe is on the other foot and the decedent may wish to pass property 
through his wife’s estate in the event of a common disaster to obtain the 
estate tax savings resulting from the equalization permitted by the 
marital deduction. A clause intended to accomplish this result is as 
follows: 

If my said wife and I die under such circumstances that 

the order of our deaths cannot be established by proof, my 

said wife shall be deemed to have survived me.” 

The regulations adopt a liberal view in this respect, honoring a 
presumption of survival effective under local law.®* But if such a twist 
is to be employed, it is important that certain other limitations (¢.g., re- 
stricting exercise of a power of appointment to wills executed after the 
husband’s death) be omitted, Furthermore, any common disaster clause 
may invite litigation, particularly if it has the effect of shifting assets 
from the family of the wealthier spouse to that of the other. Ac- 
cordingly, it should be used with extreme care. 


4. Power of Appointment 

The requirement of an unrestricted power of appointment, con- 
sumption or disposition over the property in the marital trust, mentioned 
earlier, has been illustrated in some fairly harsh recent decisions which 
deny the marital deduction if state law protects the contingent re- 
maindermen by imposing standards for or conditions of exercise.” If 
the sole power given the’surviving spouse is the right to consume, the 
draftsman should spell out expressly that the spouse may withdraw 
property from the trust without any restriction whatever and for any 
purpose whatever, including the making of gifts. If the power of 





58 Int. Rev. Cope oF 1954, § 2056(b) (3). 

59 See Weir v. Weir, 102 Ohio App. 231, 139 N.E.2d 361 (1957). 

60 CasNER, OUTLINE OF ADDRESS PRESENTED AT UNIV. OF CINCINNATI COLLEGE 
oF Law, MARX SEMINAR (May 9, 1958) 3. 

61 Rev. Reg. § 20.2056(e)-2(e). 

62 Commissioner vy. Estate of Ellis, 252 F.2d 109 (3d Cir. 1958); Estate of 
Tarver v. Commissioner, 255 F.2d 913 (4th Cir. 1958). 

63 Prudence forbids reliance upon Ohio law alone. Compare Rippel v. Rippel, 
82 N.E.2d 140 (Ohio App. 1948), dismissed, 154 Ohio St. 83, 93 N.E.2d 285 
(1950) with Vondohre v. Vondohre, 71 N.E.2d 141 (Ohio App. 1946). 
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appointment can be exercised only by will, it is advisable to include a 
specific reference to the estate of the donee as a recipient of the 
property.®* 

As mentioned previously, the testator may desire to impose as many 
restrictions as possible against a disposition by the surviving spouse con- 
trary to his wishes, Guarding against a second husband is an important 
consideration in the minds of many successful men, and many wealthy 
women are aware that widowers often remarry, sometimes neither wisely 
nor well, Of course, it is impossible to qualify a bequest or devise for 
the marital deduction without granting the surviving spouse an un- 
restricted right to consume or dispose of the property during lifetime or 
provide for its destination at death. Nevertheless, certain formal re- 
strictions and limitations are permissible under the regulations® such as 
a requirement that an inter vivos power be executed by deed filed with 
the trustee, that reasonable notice be given or reasonable intervals elapse 
between partial exercises of such a power or that a testamentary power 
be exercised by a will specifically referring to the power. Perhaps the 
most that one can safely do here is to restrict the power to a testamentary 
one, thus preventing lifetime squander, and provide that the will must 
expressly refer to and exercise the power, but the draftsman should 
point out that such limitations are costly in that they prevent the sur- 
viving spouse from withdrawing funds from the marital trust for 
transmission at minimum tax cost to the next generation. 


Assets WHICH SHOULD Nor BE QUALIFIED FOR THE 
MariraL DeEpucTION or. WHICH SHOULD BE UsEp wiITrH CAUTION 


Finally, some mention should be made of assets which should not 
be qualified for the marital deduction if other assets are available or can 
be used if necessary, but with appropriate protective clauses. The fa- 
miliar rules with regard to non-qualifying assets, or carved-out estates, 
need little amplification here.°* The draftsman should be careful, how- 
ever, to avoid a trap in the law which reduces the marital deduction by 
the value of such non-qualifying interests if the bequest to the surviving 
spouse may be satisfied from a group of assets containing such an in- 
terest.°* Similarly, assets which carry special estate or income tax ad- 





64 See Estate of Allen, 29 T.C. 465 (1957) (construing Maryland law to 
limit testamentary power to a special power where right to appointment to estate 
or creditors not specifically mentioned) ; but cf. In re Howald’s Trust, 65 Ohio 
App. 191, 29 N.E.2d 575 (1940). 

65 Rev. Reg. § 20.2056(b)-5(g) (4). 

66 There is considerable danger in going further than this, for the Internal 
Revenue Service may attempt to spell out an agreement not to exercise the power, 
thus disqualifying the bequest. TRACHTMAN, supra note 16, at 131-2. 

67 See LOowNDES AND KRAMER, FEDERAL EsTATE AND GiFT TAxeEs 387-97 (1956). 

68 IntT. Rev. Cope oF 1954, § 2056(b) (2); Rev. Reg. § 20.2056(b)-2. A pro- 
tective clause drafted by Professor Casner is as follows: “There shall not be 
allocated, distributed, delivered or transferred to the marital deduction gift under 
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vantages should not be qualified for the marital deduction if such 
qualification results in the loss or reduction of such benefits. For ex- 
ample, many investors own securities in Canadian companies, and quali- 
fying such interests for the marital deduction means the loss of the credit 
otherwise allowable for Canadian death taxes imposed with respect to 
said securities.“ Also, the credit for estate taxes paid attributable to 
items of income with respect to a decedent is lost if such items are 
qualified for the marital deduction.” Futhermore, it may be inadvisable 
in any event to pyramid such income on the other taxable income of the 
surviving spouse. 

Perhaps the most important current question in this area is the 
qualification of stock in closely-held companies. Other disadvantages in 
satisfying marital bequests with such property have been mentioned 
above, but an additional difficulty is caused by the fact that the stock 
frequently yields a nominal dividend or no dividend at all. Earl Beaver’s 
corporation, Manufacturer’s Representative, Inc., is unusual in that it 
makes substantial dividend distributions, but other testators are not in 
Mr. Beaver’s fortunate situation in this respect. 

The problem is created by the fact that the Treasury Department 
has interpreted the statutory requirement of life income to the spouse to 
mean, in effect, that one must reasonably expect the property in the 
marital trust to produce income during the life of the surviving spouse, 
or such spouse may demand, if she chooses, the conversion of this 
property into another form which will produce the requisite degree of 
beneficial enjoyment normally afforded a life beneficiary."* Although 
the validity of this rule may be questioned,”? no draftsman should 
deliberately defy the regulations if there are any reasonable means of 
compromise. If applicable state law requires that the surviving spouse 
obtain income consistent with the value of the trust corpus, the deduction 
is not endangered,”* but here, as well as in the case of a power to 
consume, a lawyer will hesitate to place sole reliance upon Ohio law, 
particularly if the will contains the usual broad set of administrative 
exculpatory clauses.“* If stock in closely-held businesses comprises a sub- 

' 





paragraph ____ 
1. Any property, or the proceeds of any property, which would 
not be allowed as part of the marital deduction in determining 
the federal estate tax on my estate... .” 
CASNER, OUTLINE OF ADDRESS PRESENTED AT UNIV. OF CINCINNATI COLLEGE OF LAw, 
Marx SEMINAR (May 9, 1958) 2. 
69 Int. Rev. Cope or 1954, § 2014(c)(2). See Estate Tax Convention be- 
tween Canada and the United States, Art V. 
70 INT. Rev. Cope oF 1954, § 691(c) (2). 
71 Rev. Reg. § 20.2056(b)-5(f). 
72 TRACHTMAN, EsTATE PLANNING 127 (rev. ed. 1958). 
13 Rev. Reg § 20.2056(b)-5(f) (2). 
74 Cf. Holmes v. Hrobon, 158 Ohio St. 508, 110 N.E.2d 574 (1953); On1o 
Rev. Cope § 5303.21 (1953); See 40 Onto Jur. Trusts § 159 (1935). 
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stantial part of the marital deduction, it is strongly recommended that 
the draftsman add a protective clause, perhaps similar to one of the 
following examples: 

During the lifetime of my said wife, the Trustee shall 
convert unproductive trust property to productive trust property 
wherever requested to do so by my said wife. 

During the lifetime of my said wife, in any year in which 
there is unproductive trust property, the trustee shall pay to my 
said wife, from the corpus of the trust, if requested to do so 
by my said wife, an amount which when added to the income 
of the trust for the year will give my said wife in such year an 
amount equal to the income she would have received if the un- 
productive property had produced income during the year in 
question at a rate of return equal to the average rate of return 
in such year from the productive property.” 


CONCLUSION 
The above summary of current questions in the use of the marital 
deduction will have served its purpose if it assists the draftsman to avoid 
pitfalls and to realize the tax benefits which he seeks for his client. The 
advantages to be obtained are great, but the obstacles which must be 
surmounted to obtain such benefits cannot be minimized. 





7T5CasNER, OUTLINE OF ADDRESS PRESENTED AT UNIV. OF CINCINNATI COLLEGE 
oF Law, MARX SEMINAR (May 9, 1958) 2-3. Of course, if the surviving spouse has 
an unrestricted power to consume or draw down principal, these clauses are un- 
necessary. See also the discussion supra of the plan mentioned above, in which 
the marital trust sells closely-held stock to the “B” trust, distributing all or part 
of the proceeds of sale to the beneficiary. Knecht, supra note 12, at 57. 





PLANNING THE DISPOSITION OF PROPERTY 
NOT INCLUDED IN THE MARITAL DEDUCTION 


Epmunp Durkin, JR.* 


GENERAL CONSIDERATIONS 

Commonly, the reasons for employing the marital deduction in an 
estate are compelling. The marital deduction where available and to 
the extent of its availability determines in large measure the plan which 
will be adopted. There may often be a conflict between the taxpayer’s 
fundamental philosophy of how the property should be disposed of and 
the tax cost of following his view. In practice, it frequently happens 
that a taxpayer when faced with the tax cost of a plan which does not 
employ the marital deduction because of, e.g., his reluctance to give to 
his surviving spouse the necessary control, will be persuaded to do so 
because of the tax savings involved. In the same way, testators who 
are adverse to “tying property up” over an extended period of time are 
persuaded to do so when they become acquainted with the sizeable tax 
savings that are possible. Sometimes there is a conflict between the desire 
to obtain greater tax savings, possible through the use of long term trusts, 
and the testator’s objection to them as over-protecting his descendants 
or dependents and discouraging in them the cultivation of qualities of 
independence and self-reliance. 


DIsPosITION OF RESIDUE TO PROvIDE FoR Minimum Tax 
ON DEATH OF SURVIVING SPOUSE 


When the statute was amended in 1948 to equalize the situation in 
the common law states with that in the community property states by 
granting the marital deduction, it became the fashion for lawyers to 
make provision for the marital deduction and to dispose of the balance 
of the estate through the same techniques and methods which were in 
use prior to the enactment of the marital deduction. In the unusual case 
of the very large estate, the marital deduction, if used, would be more 
than an adequate provisign for the wife. Normally, however, this would 
not be so and it would be necessary to make additional provision for the 
surviving spouse. A trust may be used under the terms of which she 
would have the right to part or all of the income, and in some cases 
principal, for life. This trust, consisting of the residue, which we may 
conveniently refer to herein as the residuary trust, would be so drawn 
as to avoid being included in the estate of the surviving spouse at her 
death. The tax would have been conceded on the marital deduction 
trust and an effort would be made in this fashion to avoid the tax on the 
residuary trust. 

Since the property included in the marital deduction is required to 


* Of the firm of Squire, Sanders and Dempsey, Cleveland, Ohio; member 
of the Ohio Bar. 
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be left in such a manner that it would normally be subjected to tax on 
the death of the surviving spouse, the next objective would be so to plan 
the disposition of the property in the estate of the surviving spouse as to 
avoid the tax on the property included in the marital deduction. This 
objective can in many cases be obtained by a plan under which the 
marital deduction trust is decreased while the residuary trust is left intact 
or is increased through accumulations. For example, if principal dis- 
tributions are required to be made for the support of the surviving spouse 
in addition to the income provided for, it would be preferable to make 
this distribution from the marital deduction trust and the residuary trust 
might well provide that no distributions from principal of that trust are 
to be made until the marital deduction trust has been exhausted. In the 
extreme form, the entire income of the residuary trust would be ac- 
cumulated and the distributions of principal and income made from the 
marital deduction trust until exhausted. Thereafter, the entire support 
of the surviving spouse would come from the residuary trust. In this 
extreme form, of course, there would be no estate tax on the death of 
the surviving spouse because of the limited nature of her estate in the 
residuary trust and the exhaustion of the marital deduction trust. 

The marital deduction trust in many cases will have been drawn 
so as to permit the surviving spouse to dispose of the trust property 
during her lifetime through the exercise of a power of appointment by 
deed and in this manner it is possible for the surviving spouse during her 
life to dispose of property which would be taxable as part of her estate 
if passed by the exercise of a general power of appointment by will or 
by failure to exercise such power. Accordingly, the will or other in- 
strument should be drawn so as to encourage the surviving spouse to 
avoid the tax which would apply at her death through the making of 
taxable gifts during her lifetime particularly if such gifts are to persons to 
whom she would in the ordinary course leave property by her will, ¢.z., 
her lineal descendants. It is unlikely, however, that the surviving spouse 
would be willing to exercise an inter vivos power of appointment unless 
she was satisfied that the provision made for her in the residuary trust 
would be adequate to provide for her needs in the event she did part with 
a portion or even all of the marital deduction trust during her lifetime, 
and, accordingly, a primary requirement of the residuary trust would be 
to furnish her that assurance, 

In the case of the will for Mr. Beaver, after the marital deduction 
trust, if any, has been provided for, the residuary trust will have to pro- 
vide for the support of Mrs, Beaver, the daughter, Linda, and the son, 
Larry, the primary consideration being the support of Mrs. Beaver. 
With the assurance of her support being adequately provided for by the 
residuary trust, Mrs. Beaver would be in a position to carry out some 
estate planning with regard to any amounts in the marital deduction 
trust and the proceeds of the residuary trust would be excluded from 
her estate. 
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LonGc RANGE PLANNING FOR PERIop SUBSEQUENT TO 

DEATH OF SURVIVING SPOUSE 

Once the immediate problem, namely, the minimizing of the tax 

on the death of the surviving spouse, has been taken care of as indicated 

above by those provisions in a will which complement the marital de- 

duction, or in cases where no marital deduction is available, we approach 

an area of longer range tax planning in which it is difficult to be dog- 

matic. The form of the advisable dispositions will vary greatly with the 

size of the estate and with the particular family problems involved. Tax 

considerations are frequently secondary and the aim of the draftsman is 

to ensure that the taxpayer’s plan of disposition can be carried out in a 
manner which will result in a minimum tax loss. 


In approaching long range estate tax planning, some initial re- 
flections would appear to be in order with respect to the probability of 
the estate tax continuing indefinitely in substantially its present form. 
In the last decade there has been a gradual erosion of the federal estate 
tax which is not entirely compensated for by the application of the tax 
to heretofore untaxed brackets by reason of the progressive inflation 
which has occurred, particularly in the period since World War II. 
The adoption in 1948 of the marital deduction principle, the subsequent 
enactment of the three-year rule on gifts in contemplation of death, 
and the possibility of excluding a decedent’s life insurance have made 
the avoidance of any substantial amount of estate tax a relatively simple 
matter in the smaller estates. The trend may be reversed and it is entirely 
possible that Congress may decide upon a realistic revision of the estate 
tax law for the purpose of converting it into a more significant revenue 
raising measure, or that the increasing tempo of inflation will in effect 
bring about an increase in the rates. 

Where the marital deduction is not involved, the simplest form of 
avoidance of estate tax would be the limiting of the progressive estates 
provided for so that the successive beneficiaries do not have those inci- 
dents of ownership which the federal estate tax law taxes. In this way 
the tax may be postponed for long periods, or where the ultimate de- 
scendants are numerous, may be avoided altogether. 

This plan of avoidance is, of course, based on the conviction that 
the federal estate tax law will remain wedded to the incidents of owner- 
ship concept. Congress may some day decide to impose a tax upon the 
death of successive life tenants and regard the death of the person who 
had actually been enjoying the use of the property the occasion for the 
imposition of the tax. The present form of the estate tax definitely 
discourages the passing of outright ownership of property from one 
generation to the next and puts a heavy premium on the employment of 
trusts which with a little care and ingenuity can give each successive 
generation the substantial economic benefits of ownership and enjoyment 
of property without the attendant tax upon the termination of the in- 











1959] PROPERTY NOT INCLUDED 117 


terest. It would seem that any general revision of the estate tax law 
designed to increase the revenue raising features of the law in any sub- 
stantial way would be bound to do something about the present exemp- 
tion of the long term trust. 


Quite apart from the significant revenue losses involved, there is 
also the possibility that the prevailing social philosophy may result in tax 
legislation which would tend to discourage the protective tying-up of the 
control of family fortunes by these long term trusts. If there is any 
growth in such sentiment, a legislative precedent is at hand in the 
British practice as the British rule of imposing a tax on the death of the 
life tenant has been in effect since 1894. The probability of the Con- 
gress adopting the British rule at the present time seems remote, but ad- 
vocates of such a system have not been wanting. The existence of such 
sentiments in Congress and elsewhere was again brought to light in the 
hearings before the Subcommittee on Federal Tax Policy on Economic 
Growth and Stability, December 5-16, 1955. In many long term trusts 
it would not be wise to ignore the possibility of successive lifetime 
interests ultimately being subjected to a tax, and in some cases it might 
be desirable in the event of such legislation to terminate the trusts and 
to incorporate a provision which could be used by the trustee to terminate 
the trust in such circumstances, Such a provision in a trust would be 
comparable to the built-in device which destroys a space missile when it 
becomes evident that it will fail to orbit and would otherwise come 
tumbling down upon us. 


Under the existing law, the temptation is very great to avoid the 
estate tax at the end of one generation through the use of successive life 
or other limited estates because of the extraordinary amount of control 
and flexibility which can be given to the life tenant through the use of 
limited powers of appointment which, in many cases, are substantially 
equivalent to outright ownership. As an example of such a disposition, 
after the provision has been made for Mrs. Beaver, the first question 
that must be decided is whether the shares of the children shall come to 
them outright, or whether their shares shall be limited to a life estate 
with a power of appointment. It is noted that the daughter, Linda, is 
married to a medical student; it is entirely possible that this student, 
Beaver’s son-in-law, in the course of his professional life may through 
his skill and industry accumulate a substantial estate of his own, On his 
death, in the event Beaver’s daughter, Linda, inherited this estate from 
him, or in the event he inherited all or a part of Linda’s estate in the 
event she predeceased him, sizeable estate taxes might be incurred which 
could have been avoided if Beaver had initially limited Linda’s share to 
a life estate with a limited power of appointment. In addition to the tax 
saving features, this plan would also have the advantage of providing 
for her security by preserving the principal throughout her life. In view 
of the size of Beaver’s estate, the income from Linda’s share, under 
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normal circumstances, should protect her adequately even in the event of 
adversity and she could be given the right to dispose of the principal of 
her trust by will to her children or to her husband. The passage of these 
interests at her death, either through the exercise of the limited power or 
the failure to exercise such power, would not be taxable. 

With respect to the son, Larry, age sixteen, on the basis of the in- 
formation given, there would appear to be no reason to retain his share 
in trust beyond that point of time at which he would reasonably be 
expected to have attained sufficient maturity to manage his own affairs. 
Few parents today consider a child at twenty-one to be sufficiently mature 
to handle large sums of money without supervision. A plan commonly 
adopted would be to provide for a trust with discretionary distribution 
during the period of his education, or, possibly, until termination, with 
the principal being distributed in part at that age and the remainder at 
age thirty or thirty-five. Any income not needed during the period could 
be accumulated to be paid out to him on final distribution. 

The savings in income taxes of keeping the interest of the brother 
and sister in separate trusts could be significant and frequently in the 
smaller estates the income tax savings are far more significant than the 
estate tax savings. In this connection, part of the benefits of accumu- 
lating income at low tax rates in a testamentary trust may be lost if the 
draftsman does not provide a plan for avoiding the five-year throwback 
rule provided for in Section 665. Disregarding the case of where the 
will or trust agreement was in effect as of January 1, 1954, the dis- 
tribution of income accumulated after the beneficiary attains the age of 
twenty-one, at least to the extent that it is in excess of $2,000, would be 
subject to the throwback rule unless it were paid or credited to the 
beneficiary to meet emergency needs, or where it was distributed to the 
beneficiary as a final distribution made more than nine years after the 
date of the last transfer to such trust (Section 665(b)). It would also 
be possible, theoretically at least, to avoid the rule by having a sufficient 
number of trusts so that accumulated income would not be in excess of 
$2,000 in the case of any one trust. 

The simplest and clearest case is the exemption in the case of the 
final distribution. In many cases, the final distribution would in effect 
be more than nine years after the creation of the trust and the problem 
would not arise. Where the matter of the avoidance of the five-year 
throwback rule is of sufficient importance, a provision postponing the 
time for distribution, which would otherwise take place, to the year 
following the ninth year would avoid the rule. 








PLANNING THE WIFE’S ESTATE 
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even a small amount of property to the children. 


death. 
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Thus far we have been concerned only with Mr. Beaver’s estate 
planning problems, Since Mrs, Beaver does not now own an appreciable 
amount of the property, it might appear that there is no need to give 
consideration now to the problems involving her estate; these can be 
considered in the future, when and if she receives a part of Mr. Beaver’s 
property at his death. There are several reasons, however, why Mrs. 
Beaver’s immediate estate planning problems should not be ignored. 

At the present time Mrs, Beaver owns outright property valued at 
$12,000 and a joint interest with Earl in additional property valued at 
$60,000. If she were to die before Mr. Beaver, there would be no 
federal estate tax payable regardless of whether the property she owned 
passed to Mr. Beaver or to the children. If her will remains unchanged, 
and if the joint and survivorship form of ownership is continued, how- 
ever, Mrs. Beaver’s prior death would result in an increase in Mr. 
Beaver’s gross estate. Since he would not have the advantage of a 
marital deduction at his subsequent death, the additional estate tax liability 
for his estate could consume a sizeable part of the property he inherits 
from Mrs. Beaver. From a tax standpoint, therefore, it is disadvanta- 
geous for Mrs. Beaver to leave any of her property to her husband out- 
right. There are, of course, many non-tax reasons why a wife might 
be well advised to leave her property outright to her husband, even 
though this may result in a potentially larger estate tax upon his sub- 
sequent death. From a family standpoint, it is often necessary to devise 
the family residence to the husband; and it is often inadvisable to leave 


As a result of lifetime gifts now contemplated by Mr. Beaver, it 
could well be that Mrs. Beaver’s estate will soon be of such size that 
there will be a federal estate tax payable at her death. Where this is the 
case, a decision must be made as to whether her will should take ad- 
vantage of the marital deduction. While a decision that Mrs. Beaver 
should use the marital deduction might well be appropriate, there would 
never be a tax reason for her to leave property to Mr. Beaver in excess 
of the amount which will qualify for the deduction. By so doing, she 
would needlessly subject the excess property to a second estate tax at his 


A decision to avoid any unnecessary increase in the husband’s estate 
does not necessarily mean that the husband must be deprived of the 
income from the wife’s property after her death. The wife’s will could 
create a trust which provides that the husband will receive the income 
from the trust property for life. So long as such a trust was properly 





* Of the firm of Thompson, Hine and Flory, Cleveland, Ohio; member of 
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drawn so as to avoid giving the husband any power with respect to the 
trust property which could be deemed a taxable power of appointment 
under Section 2041, the property in the trust will not be included in his 
estate. The availability of the income from the trust property might 
well make it possible for the husband to make additional gifts after his 
wife’s death, and thereby further reduce his own taxable estate. 


SPECIAL PROBLEMS PERTAINING TO INSURANCE ON THE 
HusBanp’s LiFE OwNED BY THE WIFE 


It will often be advantageous, from an estate tax standpoint, for 
the wife to own the life insurance on her husband’s life. Consideration 
should be given to the beneficiary designation on such policies, however, 
to avoid an unexpected gift tax cost at the time of the husband’s death, 
while the wife is still living. If the beneficiary designation names some- 
one other than the wife as beneficiary, and the wife retains the power 
to change the beneficiary, the death of the husband will result in a 
completed gift from the wife to the beneficiary of the entire insurance 
proceeds.’ This gift tax liability would be avoided if the proceeds were 
payable to the wife, who is the owner of the policy. While this will 
mean that the proceeds will be in her gross estate at her subsequent death, 
the wife may have the opportunity to make periodic gifts, after her 
husband’s death, and thus remove them from her estate and at the same 
time gain the advantage of the annual gift tax exclusion. 

This same potential gift tax liability at the husband’s death exists to 
a lesser extent if a policy on the husband’s life designates the wife as the 
primary beneficiary under an installment option, with the children desig- 
nated as secondary beneficiaries. At the husband’s death this designation 
becomes irrevocable and a completed gift is made by the wife to the 
children of the value of their secondary interest under the policy. Since 
this is a future interest, no annual exclusion is available to the wife. 

When the wife owns the insurance policy, it will, of course, be 
included in her gross estate, upon her death prior to that of the husband. 
For this purpose, the policy is valued in the same way as it would be for 
gift tax purposes.” Attention must be given to the provisions made for 
ownership of the policy after her death, in the event she predeceases her 
husband. If the policy is permitted to pass to the husband in that event, 
the estate tax benefits which prompted the original transfer of the policy 
to the wife will be lost. The creation of an insurance trust under the 
wife’s will is one way to handle this problem. 

If the husband is one of the trustees of such a trust, however, and 
if he, either alone or in conjunction with a co-trustee, can exercise any 
of the ownership rights in the policy, his death during the period he is 








1Cf. Goodman y. Commissioner, 4 T.C. 191 (1944), aff'd, 156 F.2d 218 
(2d Cir. 1946). 

2 Dupont’s Estate v. Commissioner, 233 F.2d 210 (3d Cir. 1956); Rev. Reg. 
§ 20.2031-8. 
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serving as trustee would result in the insurance proceeds being included 
in his estate.* This result can be avoided if the wife’s will provides that 
the ownership rights shall be exercisable only by the trustee other than 
her husband. 

This same unfortunate result could occur if the husband is named 
executor of his wife’s estate, and if he should die while holding the 
ownership rights in a policy on his own life, even though such rights are 
held by him in his capacity as executor. Provision for a co-executor with 
the sole right to act with respect to the insurance would eliminate this 
possibility, but since the possibility of the husband’s death during ad- 
ministration of the wife’s estate is usually remote, the risk involved in 
omitting special provisions of this sort may well be justified. 

Consideration must also be given to the source of premium pay- 
ments after the wife’s death, if she predeceases the husband. If the 
insurance is to be held in a trust, the interests of the beneficiaries under 
the trust will usually be future interests and payment of premiums upon 
policies held in such a trust will be gifts of future interests, and will not 
qualify for the annual exclusion.* This suggests the advisability, wherever 
possible, of placing sufficient property in the insurance trust to provide 
for premium payments. 

To summarize briefly respecting the planning of the wife’s estate: 

1. Planning for the disposition of the wife’s estate is an essential 
part of any family estate planning undertaking, regardless of whether 
or not the wife presently owns a substantial amount of property. 

2. Ownership by the. wife of insurance policies on the husband’s 
life, while a useful estate planning device, requires that consideration be 
given to the beneficiary designation in the policies and to the disposition 
which is to be made of the policies in the event of the wife’s death prior 
to that of the husband. 


3 Rev. Reg. § 20.2042-1(c) (4) makes it clear that an incident of ownership 
held by the insured, even though held in a fiduciary capacity as trustee of a trust 
in which he has no beneficial interest, will require inclusion of the insurance 
proceeds in his gross estate. 

4 Cf. Frances P. Bolton, 1 T.C. 717 (1943). If the trust meets the require- 
ments of Section 2503(c), however, the payment of premiums upon policies held 
in the trust would qualify as gifts of present interest. 
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RECENT DEVELOPMENTS 


STATE MAY NOT COMPEL ASSOCIATION 
TO DISCLOSE NAMES OF MEMBERS 


NAACP »v. Alabama, 
357 US, 449 (1958) 


Alabama sought to enjoin the National Association for the Advance- 
ment of Colored People from further activities within the state. This 
action was precipitated by the failure of the Association, a New York 
nonprofit membership corporation, to qualify as a foreign corporation 
doing business within the state. The state denied the Association’s claim 
to exemption, and alleged irreparable injury to the property and civil 
rights of the citizens of Alabama.' 

With regard to the qualification issue the trial court ordered the 
production of Association records including a list of the names and 
addresses of all Alabama members. The defendant complied with the 
order in other respects, but refused upon constitutional grounds to pro- 
duce its membership lists. 

The Association was convicted for civil contempt and fined. The 
contempt action was upheld by the Alabama Supreme Court,” and 
certiorari was granted by the United States Supreme Court.* Two 
questions had to be decided: Did the petitioner have standing to assert the 
constitutional rights of its members? Did the court order unconsti- 
tutionally restrict the freedom of association of petitioner’s members? 

Mr. Justice Harlan, in voicing the unanimous opinion of the Court,* 
recognized its broad policy of avoiding constitutional adjudication where 
possible,” but here chose to follow its more recent holdings in Joint 
Anti-Fascist Refugee Committee v. McGrath and Barrows v. Jackson,‘ 
that representatives have standing where the constitutional rights of 








1 The bill in equity cited among other items the furnishing of financial and 
legal assistance to Negro students seeking admission to the state university and 
to the support of a Negro boycott of Montgomery bus lines in an effort to compel 
seating of passengers without consideration of race. 

2 Ex parte NAACP, 265 Ala. 349, 91 So. 2d 214 (1956). 

3 NAACP vy. Alabama, 353 U.S. 972 (1957). 

4NAACP vy. Alabama, 357 U.S. 449 (1958). 

5 Ashwander v. Tennessee Valley Authority, 297 U.S. 288, 346-48 (1936) 
(concurring opinion). 

6 341 U.S. 123, 183-87 (1951) (concurring opinion). An organization placed 
upon the United States Attorney General’s list of subversive groups to which 
federal employees could not belong was permitted to assert the constitutional rights 
of these employee members. 

7346 U.S. 249 (1953). The defendant in a damage action for breach of a 
racial restrictive convenant in a deed was permitted to raise the constitutional 
rights of those who were prevented by the covenant from purchasing land. Accord, 
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persons not before the Court can be protected effectively only through 
representation. In the instant case, if the rank-and-file members them- 
selves had asserted their right to remain anonymous, an appearance in 
court would have nullified that right by destroying their anonymity. 

This preliminary decision enabled the Court to consider whether 
the disclosure order constituted an unwarranted limitation upon the mem- 
bers’ freedom of association.* It recognized as a practical matter that 
disclosure of affiliation with a group publicly advocating an unpopular 
position is likely to restrain one’s free association with such group. 
Members of a particular religious faith or political party could not, for 
example, be required to wear identifying arm-bands.® The Court made 
reference to the fact that past disclosure of Association membership had 
exposed the members to physical and economic coercion, as well as to 
other signs of public hostility. 

Whether this repressive effect actually constitutes state action pre- 
sents more of a problem, but this seemingly did not trouble the Court. 
It held that even though the restraint in the final analysis would come 
from private sources it was the initial exercise of state power which 
would permit the private pressure to take effect. One questions whether 
this has not somewhat broadened the concept of state action developed in 
Shelley v. Kraemer and Barrows v. Jackson where judicial enforcement 
of racial restrictive covenants was held to constitute state action.1° There 
the agreements were of a private nature to be enforced by the state. 
Here the state would make a disclosure and the actual coercion would 
come from private sources. Both are now considered to be state action 
conflicting with constitutional rights. 

Once the Court determines that there is a limitation upon freedom 
of association by the state it must determine whether that limitation is 
constitutionally justified. This is essentially a balancing process between 
the interests of those restricted and the interests of the state. First 
amendment rights occupy a high position in the hierarchy of constitu- 





Columbia Broadcasting System v. United States, 316 U.S. 407 (1942); Pierce v. 
Society of Sisters, 268 U.S. 510 (1925). 

8 “Congress shall make no law . . . abridging . . . the right of the people 
peaceably to assemble. .. .” U.S. Const. amend. I; “. .. nor shall any State de- 
prive any person of life, liberty, or property, without due process of law. .. .” 
U.S. Const. amend. XIV, § 1. For authority that freedom of association is among 
the liberties protected by the due process clause see Staub v. City of Baxley, 
355 U.S. 313, 321 (1958); Cantwell v. Connecticut, 310 U.S. 296, 303 (1940); 
Palko v. Connecticut, 302 U.S. 319, 324 (1937); DeJonge v. Oregon, 299 U.S. 
353, 364 (1937); Gitlow v. New York, 268 U.S. 652, 666 (1925). 

® Amer. Communications Ass’n v. Douds, 339 U.S. 382, 402 (1950). Cf. 
United States v. Rumely, 345 U.S. 41 (1953), a publisher cannot be required to 
disclose the identity of those who purchase his books. 


10 Judicial enforcement of a private agreement constitutes state action, Shelley 
v. Kraemer, 334 U.S. 1 (1948); judicial award of a damage remedy constitutes 
state action, Barrows v. Jackson, supra note 7. 
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tional freedoms and may be limited only when the state has a compelling 
interest." 

When citizens abuse the exercise of these freedoms the state may 
act to curb the abuse in the interest of the public safety, health, welfare 
or convenience, but it must not curtail the rights themselves.1* Any 
attempt to restrict these first amendment freedoms must clearly be in the 
public interest and must be justified by a clear and present danger.” 

The Court was unable to find a justification for the Alabama 
decree. The sole objective of the equity action was a determination 
whether the Association was conducting intrastate business in violation 
of Alabama’s foreign corporation qualification act. Two issues in question 
were whether the Association was subject to the statute, and if so, 
whether its activities warranted expulsion from the state. Production of 
the membership lists was expected to help resolve these issues. 

Without passing upon the merits of either issue the Court found 
that disclosure of the names of the rank-and-file members had no sub- 
stantial bearing upon either of them.’* The production order was not a 
reasonable means by which to accomplish the objective. Petitioner had 
already conformed with the other items demanded, including a list of 
its officers, the total number of its members and the amount of their 
dues. It is difficult to see how the names of the members could have 
contributed anything to the inquiry. In brief, the state failed to show an 
interest in the names sufficient to warrant an invasion of the members’ 
constitutional rights. 

The Court might well have stopped here, but it chose to go further. 
The state supreme court relied upon Ex parte Morris” from its own 
jurisdiction. Respondent relied heavily in its argument upon New York 
ex rel, Bryant v. Zimmerman.’® In both cases a state was upheld in 
requiring membership lists to be submitted by branches of the Ku Klux 
Klan. Mr. Justice Harlan carefully distinguished the Bryant case from 








11 Sweezey v. New Hampshire, 354 U.S. 234, 265 (1957) (concurring opinion). 

12 Keeping public streets clean does not justify prohibiting the distribution 
of religious literature, Schneider v. State, 308 U.S. 147, 160 (1939); privilege of 
using streets and parks to communicate may be regulated, but may not be abridged 
or denied, Hague v. CIO, 307 U.S. 496, 515-16 (1939); mere participation in a 
meeting of the Communist Party may not be made a crime, DeJonge v. Oregon, 
supra note 8, at 364-65. 

13 Thomas v. Collins, 323 U.S. 516, 530 (1945). Accord, West Virginia 
State Bd. of Educ. v. Barnette, 319 U.S. 624, 639 (1943); Bridges v. California, 
314 U.S. 252 (1941); Gitlow v. New York, supra note 8, at 672; Schenck v. 
United States, 249 U.S. 47, 52 (1919). 

14In Sweezey v. New Hampshire, supra note 11, at 254, the Court stated 
with reference to petitioner’s membership in the Progressive Party: “Thus, if 
the Attorney General’s interrogation of petitioner were in fact wholly unrelated 
to the object of the legislature in authorizing the inquiry, the due process 
clause would preclude the endangering of constitutional liberties.” 

15 252 Ala. 551, 42 So. 2d 17 (1949). 
16 278 U.S. 63 (1928). 
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the instant case, stressing the difference in nature between the two 
organizations. In Bryant the Ku Klux Klan had perpetrated acts of 
intimidation and violence to such an extent that the Court took judicial 
notice of them. The Klan also refused to furnish the State of New York 
with any information concerning its activities. The state has a great 
interest in curbing the action of such an organization. The Association, 
in contrast, has sought to enforce its doctrines through the courts. In 
this action it complied with the equity decree except for the production of 
membership lists. With this type of organization the state’s interest in 
limiting its activities is slight. In one case state interest outweighs the 
constitutional interest of the group’s members; in the other it does not. 

Alabama did not have a strong position in this case. Except for 
broadening the concept of state action the Court follows quite closely 
its previous holdings in the area of free speech and assembly. The de- 
cision is clearly in line with precedent. Its major significance lies in the 
clear manner in which Mr. Justice Harlan reveals the process by which 
the Court balances the interest of the public against the interests of 
private citizens within the framework of the due process clause. 

In this action Alabama sought to curb the activities of the Associ- 
ation by acting entirely through the judicial branch of its government. 
It was a court decree and not a statute which called for production of 
the membership lists. As a result the Court was not obligated to give any 
deference to a legislative finding of a need for restriction..7 There was 
no finding of a clear and present danger to the public. Had there been a 
legitimate legislative finding of a clear and present danger the position 
of the state undoubtedly would have been stronger. 

A Virginia statute requiring the registration of anyone advocating 
either racial integration or segregation in public schools, or raising funds 
to finance racial litigation has recently been challenged before a federal 
district court.'* The expressed purpose of the act was to prevent the 
danger of racial violence, a danger found by the legislature to exist. 
The district court, however, after examining the legislative history of the 
act, found its real purpose to be the prevention of the enforcement of 
lawful integration of the races, and declared the statute to be invalid. 
What effect a legislative finding of clear and present danger in this area 
would have in swaying the opinion of the United States Supreme Court 
remains to be seen. Certainly the Court would examine the foundation 


for such a finding with great care. 
Frank M. Hays 





17In Amer. Communications Ass’n v. Douds, supra note 9, at 401, the Court 
stated: “The deference due legislative determination of the need for restriction 
upon particular forms of conduct has found repeated expression in this Court's 
opinions.” 

18 NAACP vy. Patty, 159 F. Supp. 503 (E.D. Va. 1958). 











RECOVERY ALLOWED FOR MENTAL ANGUISH UPON 
INFORMATION RECEIVED FROM PHYSICIAN 


Ferrara v. Galluchio, 
5 N.Y.2d 16, 152 N.E.2d 249 (1958) 


Plaintiff's shoulder became sore and blistered as a result of a series 
of x-ray treatments from defendant physicians. One of the sores lasted 
as long as two years after the treatments and the shoulder was left with 
a permanently marginated area of skin. A dermatologist advised the 
plaintiff that the shoulder should be checked every six months since the 
burned area might become cancerous. As a result of this admonition, 
plaintiff suffered severe mental anguish. There was testimony of a 
neuro-psychiatrist that plaintiff was suffering from a severe cancerphobia, 
ie., the phobic apprehension that she would ultimately develop cancer, 
and that she might have permanent symptoms of anxiety. Leave to ap- 
peal was granted solely for the purpose of passing on the propriety of 
the jury’s award of $15,000 for mental anguish flowing from the 
cancerphobia. The court affirmed by a four to three decision,’ 

This is the first case in which recovery has been allowed purely for 
mental anguish resulting from information received from a physician 
who treated the original negligently-caused injury. Generally, one suf- 
fering from injuries due to the negligence of another may recover for 
mental distress and anguish which directly and as a natural consequence 
flow from the physical injury.? There appears to be no definitely ac- 
cepted standard as to how this general rule should be applied to anxiety 
over possible future consequences of the physical injury.* However, the 
weight of authority does allow recovery for reasonable fear of future 
illness or death as a result of the injury.* 

In the instant case, the anxiety was induced by fear of cancer, 
a disease commonly regarded as incurable. The general publicity as to 
warnings of cancer symptoms has made the layman so conscious of this 





1Ferrara v. Galluchio, § N.Y.2d 16, 152 N.E.2d 249 (1958). 

225 C.J.S. Damages § 63 (1941); 15 Am. Jur. Damages § 176 (1938); 1 
SEDGWICK, DAMAGES 62 (9th ed. 1912). 

3 See 25 C.J.S. Damages § 70 (1941); 15 Am. Jur. Damages § 188 (1938). 

4Fehely v. Senders, 170 Ore. 457, 135 P.2d 283 (1943); Elliot v. Arrow- 
smith, 149 Wash. 631, 272 Pac. 32 (1928). See Halloran v. New England Tele- 
phone & Telegraph Co., 95 Vt. 273, 115 Atl. 143 (1921) (knowledge that condi- 
tion of heart would not permit operation for pre-existing cancer); Watson v. 
Augusta Brewing Co., 124 Ga. 121, 52 S.E. 152 (1905) (fear of death from 
swallowing glass); Butts v. National Exchange Bank, 99 Mo. App. 168, 72 S.W. 
1083 (1903) (apprehension of blood poisoning); Walker v. Boston & Maine 
R.R., 71 N.H. 271, 51 Atl. 918 (1902) (apprehension of insanity); Warner v. 
Chamberlain, 30 Atl. 638 (Del. 1884) (fear of hydrophobia from dog bite) ; 
Godeau v. Blood, 52 Vt. 251 (1880) (apprehension of poison from dog bite). 
Contra, Lake Erie & Western R.R. v. Johnson, 191 Ind. 479, 133 N.E. 732 (1922); 
St. Louis I.M. & S. Ry. v. Buckner, 89 Ark. 58, 115 S.W. 923 (1909). 
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disease that every reasonable person is aware of its danger. The fear 
of cancer is certainly a reasonable consequence of an injury that does not 
heal over an extended period of time. 

The questions, then, are: What effect should the statement of the 
dermatologist who treats the injury, thereby inducing a fear which would 
be reasonable even without the statement, have on the measure of 
damages? Should it make any difference that the fear would not reason- 
ably have developed were it not for the dermatologist’s statement? 

It is generally agreed that original wrongdoers are liable for aggra- 
vation of injuries and mental suffering flowing therefrom, when caused 
by the negligence of physicians in treating the original injuries, since the 
treatment by the physician and his negligence are the natural consequences 
of the wrongful act.” In the instant case, there was no question of negli- 
gence by the dermatologist; he made an apparently reasonable statement. 
There was aggravation of mental injuries only, not of physical injuries. 
If reasonable fear of future illness or death as a result of the injury is a 
basis for awarding damages and if treatment by a physician is the natural 
consequence of the injury, then the absence of intervening negligence by 
the dermatologist affords additional] justification for the allowance of 
recovery for the mental anguish, The absence of aggravation of the 
physical injury should be relevant only in determining the genuineness of 
the mental anguish. 

It seems to follow, also, that if the original tortfeasor is liable for 
intervening negligence of a physician, he should be liable for the mental 
anguish even if it would not have resulted but for the dermatologist’s 
statement. It would be anomalous to hold the original wrongdoer liable 
for the dermatologist’s intervening negligence and excuse him from the 
consequences of the dermatologist’s due care. 

The dissent felt that, as a matter of policy, a mere statement by a 
physician as to possible future consequences of the injury, which results 
in mental suffering to the plaintiff, should not be a basis for recovery of 
damages from the original wrongdoer because the recovery may depend 
upon the subjective mind of the plaintiff and speculation by the physician. 
This concern over the difficulty in determining the validity of the mental 
anguish is a common one. However, the law has progressed to the point 
where courts no longer feel incompetent to deal with this problem. In 
this case the court found a “guarantee of genuineness [of the cancer- 
phobia] in the circumstances of the case.” So long as there is satisfactory 
evidence as to the existence of mental anguish, courts will deal with the 
problem, and rightly so.® 

Norman L. Schwartz 





5 Milks v. Mclver, 264 N.Y. 267, 190 N.E. 487 (1934). Annot., 8 A.L.R. 
507 (1920), 39 A.L.R. 1268 (1925), 126 A.L.R. 912 (1940). 
6 See Prosser, Torts § 37 (2d ed. 1955). 

















EFFECT OF WAIVER AT PRELIMINARY HEARING 


Robison v. Superior Court, 
49 Cal. 2d 186, 316 P.2d 1 (1957) 


The defendant, entering an apartment which the police were 
watching, was searched by the police without a warrant and a narcotic 
drug was found upon his person. Following the hearing the defendant 
applied for a writ of prohibition to restrain the trial court from trying 
him for violating the health and safety code. The court held that, when 
the defendant failed to object at the preliminary hearing to the admission 
of this evidence, secured by an illegal search and seizure, the committing 
magistrate properly considered the presence of the drug in establishing 
probable cause to hold the defendant over for trial. 

The prohibition of the fourth amendment to the federal constitution 
against unreasonable searches and seizures is enforceable against the states 
through the due process clause of the fourteenth amendment, but, so 
long as this protection is in some way preserved, a state may allow ad- 
mission of such illegally obtained evidence in its criminal prosecutions.’ 
California has adopted the view that such evidence is inadmissible in its 
courts.” However, this guarantee is a right which may be waived, as in 
the instant case, by failing to object to this illegally obtained evidence 
when it is offered at the proceedings.* The question arises then whether 
this waiver at the preliminary hearing will also suffice as a waiver when 
the evidence is introduced at the trial. 

California does not require that a motion be made prior to the trial 
to exclude evidence obtained through an illegal search and seizure,* al- 
though some jurisdictions, following the “exclusionary rule,” do require 
such a motion.” Therefore, this objection may be raised at the trial 
unless the waiver at the preliminary hearing is final. 

This preliminary hearing is not a trial as such.° It is a constitu- 
tionally guaranteed proceeding in California,’ the purpose of which is to 
determine whether a public offense has been committed and whether 
there is sufficient cause to believe the accused guilty thereof and to hold 








1 Wolf v. Colorado, 338 U.S. 25 (1949). The decision was by a divided 
court. 

2 People v. Cahan, 44 Cal. 2d 434, 282 P.2d 905 (1955). This is the so-called 
“exclusionary rule” which prohibits admission of evidence obtained through an 
illegal search and seizure. A discussion of this viewpoint may be found in Annot., 
50 A.L.R.2d 531 (1956). 

3 Ibid. 

4People v. Berger, 44 Cal. 2d 459, 282 P.2d 509 (1955). 

5 United States v. Wernecke, 138 F.2d 561 (7th Cir. 1943). 

6 State ex rel. Kennon v. Hanley, 249 Wis. 399, 24 N.W.2d 683 (1946). 

7Cat. Const. art. I, § 8. This right to a preliminary hearing did not 
exist at common law. State v. Solomon, 158 Wis. 146, 147 N.W. 640 (1914). 
There is no federal constitutional right that requires preliminary hearing to 
be given, Burrall v. Johnston, 53 F. Supp. 126 (N.D. Cal. 1943). 


129 











130 OHIO STATE LAW JOURNAL [Vol. 20 


him over for trial.* It serves to weed out groundless or unsupported 
charges and to relieve the accused of degradation and the expense of a 
criminal trial.® Nevertheless, the defendant has the same right to present 
his defense at the hearing in order to determine the reasonableness of the 
search as he does at the trial of the case.’ 

Here, as at the trial, these rights may be waived and the accused, 
by failing to object to the preliminary proceedings before the magistrate 
and by failing to move to set aside the information subsequently filed, 
may waive the irregularities of proceedings before the magistrate and 
the insufficiency of the evidence received at the preliminary hearing.” 
He may even waive the preliminary hearing itself.’ 

Now assuming that the question of waiver is no longer in dispute 
and the information has been filed against him, should he still have the 
right to object when it is offered at the trial? Surely certain rights are 
lost by failing to assert them, as where the defendant’s statement, volun- 
tarily offered at the preliminary hearing, is relevant again at the trial. 
The defendant could not object to the use of this sworn statement where 
even an unsworn statement, given out of court, might be proved.’® 
Therefore, this result does not find its basis in the nature of the prelimi- 
nary hearing itself. 

The concurring judge in the instant case assumes that this illegally 
obtained evidence may be kept out at the trial. Such is the import of 
other cases substantially similar in their facts. In an action to dismiss the 
information, the court held that, by failure to make an objection to the 
introduction of marijuana into evidence at the preliminary hearing, the 
defendant had waived (for this purpose) his right to assert that the 
narcotic was inadmissible because illegally obtained. However, the court 
proceeded to discuss the purported illegality saying that “upon trial the 
objection may well be made and we feel required to comment upon the 
merits.”"* Likewise in Priestly v. Superior Court,'® the court allowed an 
objection at the preliminary hearing saying that the defendant cannot be 
denied the right to object at this proceeding on the grounds that the right 
can be properly asserted at the trial.’® 

Whether one should be required to object to inadmissible evidence 
at the preliminary hearing or be permitted to object for the first time to 





8 Jaffe v. Stone, 18 Cal. 2d 146, 114 P.2d 335 (1941). 
® Priestly v. Superior Court, 319 P.2d 796 (Cal. App. 1958). 

10 This was the court’s holding in People v. Lawrence, 149 Cal. App. 
2d 435, 308 P.2d 821 (1957) as concerns hearings on woir dire. This same 
reasoning was adopted as to preliminary hearings in Priestly v. Superior Court, 
supra note 9, at 801. 

11 Application of Berry, 43 Cal. 2d 838, 279 P.2d 18 (1955). 

12 Ex parte Gregory, 86 Cal. App. 10, 260 Pac. 320 (1927). 

13 People v. Keliey, 47 Cal. 125 (1873). 

14 People v. McFarren, 155 Cal. App. 2d 383, 317 P.2d 998 (1957). 

15 Supra note 9. 

16 Priestly v. Superior Court, supra note 9. 
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its admission at the trial, would be of little practical importance where 
the defendant was equally represented at the hearing or fully apprised 
of his rights. However, as in jurisdictions requiring pre-trial motions,’ 
some provision must be made for the defendant who did not have the 
opportunity or knowledge to assert his right, é.e., the accused who was 
hastily arraigned without counsel and who himself lacked the under- 
standing of the legal processes. Therefore, it might be wiser from an 
administrative viewpoint, to make all such evidence open to objection at 
the trial rather than attempting to specify the instances in which the right 
was not waived by failing to assert it at the preliminary hearing. 
Richard A. Stebelton 





17 Annot., 50 A.L.R.2d 531 (1956). 








TRANSFER OF PUBLIC TRUST TO PRIVATE TRUSTEES 
PERMITS CONTINUED SCHOOL SEGREGATION 


In re Girard College Trusteeship, 
391 Pa. 434, 138 A.2d 844, cert, denied, 357 U.S. 570, 
rehearing denied, 358 U.S. 858 (1958) 


Stephen Girard’s will, probated in 1831, gave two million dollars 
to “the Mayor, Aldermen and citizens of Philadelphia their successors 
and assigns in trust . . .” to establish a college for “poor white male 
orphans.” The college was opened in 1848 under the management of 
the city council, and in 1869, as the result of an act of the state legis- 
lature,’ its control was assumed by the Board of Directors of City Trusts. 
On September 24, 1954, two Negro orphan boys applied for and were 
denied admission to Girard College solely because of their race. Sub- 
sequent litigation resulted in a per curiam decision by the Supreme Court 
of the United States that: 

The Board which operates Girard College is an agency 

of the State of Pennsylvania. Therefore, even though the 

Board was acting as a trustee, its refusal to admit Foust and 

Felder to the college because they were Negroes was dis- 

crimination by the State. Such discrimination is forbidden by 

the Fourteenth Amendment.” 

Upon remand, the Orphans’ Court of Philadelphia County dis- 
missed the petitions and replaced the Board of City Trusts with thirteen 
persons as trustees of the Girard Estate. This action was affirmed by 
the Pennsylvania Supreme Court, and upon appeal the Supreme Court 
of the United States denied certiorari.* 

Of course, the denial of certiorari has not made the Pennsylvania 
decision the law of the United States. The Court’s action is ambiguous, 
and may have resulted simply from a policy of limitation on judicial 





1 Pa, Stat. ANN., tit. 53 § 16365 (1957). 

2 Pennsylvania v. Board of Trusts, 353 U.S. 230, 231 (1957). 

3 In re Girard College Trusteeship, 391 Pa. 434, 138 A.2d 844, cert. denied, 
357 U.S. 570, rehearing denied, 358 U.S. 858 (1958). 

4“(S]uch a denial carries with it no implication whatever regarding the 
Court’s views on the merits of a case which it has declined to review.” Mary- 
land v. Baltimore Radio Show, 338 U.S. 912, 919 (1950). There are several 
possible reasons why certiorari was denied: (1) The Pennsylvania decision was 
correct. This does not appear to be the probable reason, however, for the Court 
in holding that the city could not constitutionally administer the trust, cited 
Brown v. Board of Education, 347 U.S. 483 (1954), suggesting that Girard was 
to be controlled by their attitude toward public education, which has been quite 
hostile toward attempts to avoid desegregation. Cooper v. Aaron, 358 U.S. 1 
(1958). (2) A decision on the constitutional issue could be avoided by construing 
the Pennsylvania courts’ actions as having complied, if only literally, with the 
Court’s mandate that the city could not administer a discriminatory trust. (3) 
The case was not “ripe” for appellate review because there was no definitive 
action by the new private trustees on Negroes’ applications for admission. 
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review. It is therefore quite probable that the validity of the action of 
the Pennsylvania courts will soon be tested by a new suit correcting any 
procedural defects of the instant suit. The Court will then be forced 
to decide if the replacement of public trustees by private trustees, solely 
because the former can not enforce the racially discriminatory provision 
of Girard’s will, is itself a discriminatory state action." The fourteenth 
amendment provides that no state shall deny any person equal protection 
of the laws; there is no prohibition on discrimination by private persons.® 
To understand what constitutes a “state action,” one must first determine 
what each of the two words, “state” and “action” means. 

The action has been held that of the “state” when accomplished by 
the state legislature,” the state judiciary,® a state agency,” a municipality,’ 
or persons performing a quasi-governmental function such as the oper- 
ation of a private primary election.’ A state, furthermore, cannot re- 
lieve itself of constitutional restrictions by transferring the management 
of its affairs to a private organization.’* Although Girard College was 
founded on private funds, its establishment also required at least five acts 
of the Pennsylvania General Assembly and forty-eight ordinances of the 
Philadelphia City Council.4* Except as to the removal of the Board as 
trustee, the instant action does not purport to invalidate any of these 
statutes, so there appears to have been action by both the state legislature 
and the city. The orphans’ court, by removing the Board, and the state 
supreme court, by affirming, have acted as representatives of the state in 








5 This problem was side-stepped by the majority who contended that “the 
complained of discrimination in the instant case does not impinge upon any 
civil right to which the minor petitioners have a constitutional claim along with 
all other members of the community.” 391 Pa. at 450, 138 A.2d at 851. Although 
such reasoning might once have been convincing, it is difficult to embrace in view 
of the United States Supreme Court’s decision in Pennsylvania v. Board of Trusts, 
supra note 2. It is quite awkward to say that these Negro boys have no consti- 
tutional right to admission, yet their exclusion by the city is unconstitutional 
discrimination. 

6 Civil Rights Cases, 109 U.S. 3 (1883). 

7 Strauder v. West Virginia, 100 U.S. 303 (1880). 

8 Barrows v. Jackson, 346 U.S. 249 (1953); Shelley v. Kraemer, 334 U.S. 1 
(1948); Ex parte Virginia, 100 U.S. 339 (1880). The majority in the instant 
case concede this point. 391 Pa. at 450, 138 A.2d at 851. 

® Pennsylvania v. Board of Trusts, supra note 2; Nixon v. Herndon, 273 
U.S. 536 (1927). 

10 Buchanan v. Warley, 245 U.S. 60 (1917). 

11 Terry v. Adams, 345 U.S. 461 (1952). Accord, Marsh v. Alabama, 326 
U.S. 501 (1946); Smith v. Allwright, 321 U.S. 649 (1944). 

12 Muir v. Louisville Park Theatrical Ass’n, 347 U.S. 971 (1954). Accord, 
Rice v. Elmore, 165 F.2d 387 (4th Cir. 1947), cert. denied, 333 U.S. 875 (1948); 
Lawrence v. Hancock, 76 F. Supp. 1004 (S.D. W. Va. 1948); Culver v. City of 
Warren, 84 Ohio App. 373, 83 N.E.2d 82 (1948). 

13 Jn re Girard College Trusteeship, 391 Pa. 434, 468, 138 A.2d 844, 859 
(1958) (dissent). 
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this matter, Caring for orphans is ordinarily a governmental function’ 
and in the instant case the city of Philadelphia is the legal guardian of 
every child admitted to Girard College until he reaches the age of 
twenty-one.’®> Under the Pennsylvania decision thirteen private persons 
have taken over a function of the city (and hence of the state) for, 
although these orphans are wards of the city, their complete care and 
education is entrusted to Girard College. 

The issue as to what constitutes “action” sufficiently discriminatory 
on the part of the state to violate the fourteenth amendment is perhaps 
more difficult to discern than what constitutes a “state”. In Shelley v. 
Kraemer,"® it was held discriminatory state action for a state court to 
order the enforcement of private restrictive convenants which would 
exclude persons of designated race or color from the ownership or 
occupancy of real estate. The Shelley principle was extended slightly in 
Barrows v. Jackson,'* where it was held unconstitutional to award 
damages for breach of a similar restrictive covenant. The rationale is 
that “once courts enforce the agreement the sanction of the government 
is, of course, put behind them,”?® and the private discrimination has been 
adopted by its enforcement. The Pennsylvania court rejects the appli- 
cation of this rationale to Girard, for, in the instant case, there has been 
a judicial recognition of private discrimination and an action by the court 
without which the private discrimination would be ineffectual. 

Determining whether discrimination in an educational system is the 
act of private persons or of the state is analogous to determining whether 
there has been an infringement of the separation between church and 
state, where there has been aid to education generally which has to some 
degree benefitted parochial schools as well as public schools. The real 
reason for such separation is to avoid discrimination in favor of a par- 
ticular religion.’ Although there is a wall of separation between church 
and state, there is not a complete “hands-off” policy. The state may 
contribute economic support to education generally, provided the effect 
on promotion of religious dogma is remote.?? The problem arises when 








14“A minor, deprived pf parental care, control, and oversight, is considered 
a person under disability, a ward of the state, over whom the state may and 
should exercise its sovereign power of guardianship, through its duly constituted 
agencies; and, as parens patriae, may assume for him parental authority and 
duty.” 43 C.J.S. Infants § 4 (1945). 

15 Pa. Stat. ANN., tit. 53, § 16339 (1957). 

16 334 U.S. 1 (1948). 

17 346 U.S. 249 (1953). 

18 Railway Employees’ Dep’t v. Hanson, 351 U.S. 225, 232 n.4 (1956). 

19 Zorach v. Clauson, 343 U.S. 306 (1952). 

20 Everson v. Board of Education, 330 U.S. 1 (1947). The Board reimbursed 
parents for money spent for bus transportation to parochial schools as well as 
public schools as a safety measure. Similarly, the state possibly could provide 
free textbooks to all schools to insure uniformity, free or subsidized lunches 
to all children for better nutrition, or support for teachers’ salaries in all schools 
to attract better qualified teachers and upgrade education generally. 
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there is too much help and cooperation or when there are too many 
strings attached. The question in each case should be whether the state 
by its action has become so intimately associated with the private party, 
either because of the enormity of a single act or the cumulative effect 
of numerous smaller acts, that the state itself has become an effective 
source of discrimination. 

The majority of the Pennsylvania court contends that if all that is 
required for unconstitutional discrimination “is state action and a racial 
or religious discrimination, then no private charity created by will can 
any longer dispense its benefits on the basis of race, creed or color ac- 
cording as its settlor has stipulated.”*! This is supposedly true because 
the will has no effect until it has been probated and admission of the will 
to probate is a judicial action of the state. The same syllogism may pro- 
duce a contrary result by merely interpreting the words “state action” in 
the major premise to mean that the action of the state must be the 
effective source of the discrimination. The admission of a will to probate 
is basically a ministerial, passive operation as compared to the authori- 
tative, positive act of the testator. Whether or not the discrimination is 
that of the state or the testator should be determined on the facts of a 
particular case. 

In Girard, the testator evinced a dual intent: (1) that the school 
be limited to white orphans, and (2) that it be publicly administered. 
The college was in fact so operated, exclusively white and by the city of 
Philadelphia for 110 years. It appears to be more than a mere ministerial 
act for the orphans’ court to remove the public trustees provided for by 
Girard and replace them with private trustees in order that the exclusion 
of non-white students might continue. There is not only the probate of 
the will, but an action voiding a portion of it. This is a situation which 
would logically call for the application of the doctrine of cy pres,” 
which demands a greater degree of judicial discretion than that which 
is deemed merely ministerial. Although it seems certain that a line must 
be drawn beyond which the rule of Shelley v. Kraemer does not extend, 





21391 Pa. at 454, 138 A.2d at 853. 

22“If property is given in trust to be applied to a particular charitable 
purpose, and it is or becomes impossible or impracticable or illegal to carry out 
the particular purpose, and if the settlor manifested a more general intention to 
devote the property to charitable purposes, the trust will not fail but the court 
will direct the application of the property to some charitable purpose which falls 
within the general charitable intention of the settlor.” RESTATEMENT, TRUSTS 
§ 399 (1935). Application of cy pres in such a case as Girard is well-supported 
by case authority. In Reeser Estate, 1 Pa. D. & C.2d 731 (O. C. Berks 1954), 
a scholarship to study medicine was awarded to a girl, instead of “some reliable 
boy,” after the funds had accumulated for twenty years. An English case nearly 
“on all fours’ on its facts with Girard is In re Dominion Students Hall Trust, 
[1947] 1 Ch. 183, in which a restriction to students of European origin was 
removed. Accord, Trustees of Pittsfield Academy v. Attorney General, 95 N.H. 
51, 57 A.2d 161 (1948); Exeter v. Robinson Heirs, 94 N.H. 463, 55 A.2d 622 
(1947) ; In re Queen’s School Chester, [1910] 1 Ch. 796. 
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it does not necessarily follow that if Shelley is to control Girard it must 
control cases where the only action by the state is the probate of a will 
which discriminates on the basis of race, creed or color. Thus, if a settlor 
provides a trust for the exclusive use of a particular ethnic or religious 
group and also provides for private trustees, a contrary result in Girard 
would not of necessity demand a finding that this is unconstitutional 
solely because of the probate of the will. The effective source of the 
discrimination is the act of the settlor, not that of the court in admitting 
the will to probate. 


Robert E. Lewis 

















MEANING OF “JURISDICTION OF SUBJECT MATTER” 


Collins v. Collins, 
14 Ill. 2d 271, 151 N.E.2d 813 (1958) 


Plaintiff had obtained a decree of divorce in the circuit court on the 
ground that her husband had been guilty of “habitual drunkenness for 
the space of two years and upward”’ subsequent to the marriage. 
Plaintiff filed a petition? to vacate the divorce decree alleging that the 
circuit court lacked jurisdiction over the subject matter because the 
complaint showed on its face that the parties could not possibly have 
been married for a space of two years preceding the commencement of 
the divorce action.? The Supreme Court of Illinois, reversing the 
appellate court* and affirming the circuit court, upheld the plaintiff’s 
contention,” two judges dissenting. 

It is well established that if a court has jurisdiction over the subject 
matter and the parties its decree cannot be collaterally attacked no matter 
how erroneous the decree may be.® There is no question that the court 
had jurisdiction of the parties in the instant case. The only problem is 
whether the circuit court had jurisdiction over the subject matter. 

Many decisions of the Supreme Court of Illinois, in accordance 
with the weight of authority,’ have stated that jurisdiction of subject 
matter is the power of the court to hear and determine the general 





1 This is one of the grounds for divorce as provided in ILL. Rev. Stat. ch. 
40, § 1 (1955). j 

2 Although plaintiff’s petition to vacate the decree would be considered by 
many courts as a “direct” rather than a “collateral attack,” previous Illinois cases 
have classified such petitions as collateral attacks. The statute which makes this 
result possible in Illinois is Itt. Rev. STAT. ch. 110, § 72 (1955). See Note, The 
Value of the Distinction Between Direct and Collateral Attacks on Judgments, 
66 YALE L.J. 526 (1957). 

3 The complaint for divorce was filed and summons served on June 25, 
1955. It was stated in the complaint that the parties were married December 23, 
1953; the decree of divorce was entered July 26, 1955. 

4 Collins v. Collins, 14 Ill. App. 2d 350, 144 N.E.2d 845 (1957). 

5 The majority opinion stated, “The complaint thus shows affirmatively on 
its face that the habitual drunkenness alleged could not possibly have existed for 
the space of two years subsequent to the marriage and prior to the date of filing 
the complaint for divorce. Hence the complaint does not allege a ‘case of divorce’ 
allowed by our Divorce Act, and the circuit court did not have jurisdiction of 
the cause.”’ Collins v. Collins, 14 Ill. 2d 271, 151 N.E.2d 813 (1958). 

6 Anderson v. Anderson, 380 Ill. 435, 44 N.E.2d 54 (1942); Sheahan v. 
Madigan, 275 Ill. 372, 114 N.E. 135 (1916); O’Brien v. People ex rel. Kellog 
Switchboard & Supply Co., 216 Ill. 354, 75 N.E. 108 (1905). It is equally well 
established that when a judgment is entered by a court having no jurisdiction to 
hear and determine a case, it is absolutely void and it may be attacked at any time. 
Demilly v. Grosrenaud, 201 Ill. 272, 66 N.E. 234 (1903). 

7 Hunt v. Hunt, 72 N.Y. 217 (1878) (a case often cited for its explanation 
of jurisdiction of subject matter). See 49 C.J.S. Judgments § 401 (1947) and 
cases collected therein. 
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question involved;* it is the power to act upon the abstract question 
regardless of whether the plaintiff has a good cause of action.® In 
People ex rel. Courtney v. Prystalski,’® the court held that, “Jurisdiction 
of a court to hear and determine a cause does not depend upon actual 
facts alleged but upon authority to determine existence or nonexistence of 
such facts and render judgment according to such findings.” (Emphasis 
added.) 

In the instant case, it was held that since the complaint does not 
allege a “case of divorce,” the circuit court did not have jurisdiction of 
the cause. This statement is inconsistent with prior Illinois decisions’ 
which hold that jurisdiction of the subject matter is not dependent upon 
a good cause of action in the complaint or the sufficiency of the com- 
plaint but upon the court’s authority to hear the case.’ 

The majority, in support of its position, cites Bennet v. Bennet,'* 
a West Virginia case, which held that where there is no pleading to 
warrant a decree it is not merely voidable but void. The holding in the 
Bennet case is inconsistent with Ward v. Sampson™ in which the Su- 
preme Court of Illinois refused to allow a collateral attack on a divorce 
decree which was rendered on one ground when plaintiff had sought it 
on a different ground. It was held that such an erroneous decision was 
subject to attack on appeal but not to collateral attack. In that case the 
court said, “The authorities establishing the principle that the pleading, 
proof and decree must correspond do not hold that the decree is void. 
It is merely erroneous.” 

The importance of the decision in the instant case lies in the fact 
that the Supreme Court of Illinois deviated from fundamental concepts 
of jurisdiction. The court set aside an erroneous divorce decree holding 
that the circuit court lacked jurisdiction of the subject matter because 





8 Ward v. Sampson, 395 IIl. 353, 70 N.E.2d 324 (1946); Ashlock v. Ash- 
lock, 360 Ill. 115, 195 N.E. 657 (1935); Woodward v. Ruel, 355 Ill. 163, 188 N.E. 
911 (1933). 

® Moore v. Town of Browning, 373 Ill. 583, 27 N.E.2d 533 (1940); Knaus 
v. Chicago Title & Trust Co., 365 Ill. 588, 7 N.E. 298 (1937). See O’Connor v. 
Board of Trustees, 247 Ill. 54, 57, 93 N.E. 124, 125 (1910), in which the court said: 
“The proper test as to whether the circuit court had jurisdiction is: Would the court 
under any circumstances have the authority to enter such orders and judgments 
as it did enter? If it had, then it had jurisdiction over the subject-matter and 
the particular questions and circumstances involved and determined in those 
cases cannot be inquired into or attacked in a collateral proceeding.” 

10 358 Ill. 198, 192 N.E. 908 (1934). 

11 See notes 8-10, supra. 

12 Jt is clear that the circuit court has the authority to hear and determine 
divorce cases. “The circuit courts of the respective counties and the Superior 
Court of Cook County shall have jurisdiction in all cases of divorce and alimony 
allowed by this act.” Itt. Rev. Stat. ch. 40, § 5 (1955). 

13137 W. Va. 179, 70 S.E.2d 894 (1952). This case is criticized in 55 
W. Va. L. Rev. 158 (1952). 

14 Supra note 8. 
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the complaint was defective on its face. The holding may create serious 
questions regarding the validity of title and the legitimacy of children. 
Would realty sold by plaintiffs husband after his “divorce” still be 
subject to the dower rights of plaintiff? How could an examiner of 
titles detect this cloud? Would the children of plaintiff’s husband and 
a second wife be legitimate? These are but a few of the many problems 
that could arise because of this decision. 

Aside from the jurisdictional problem presented by this decision, it is 
arguable as to whether the outcome of this case is sound from a public 
policy standpoint. It is true that the state is a party in all divorce cases 
and that it is interested in the protection of the marriage relationship.’® 
However, it is difficult to see what public policy considerations would 
justify setting aside a decree of divorce in a case such as the instant one 
where the divorce was granted, the property rights of the parties settled 
by mutual agreement and the parties subsequently relied upon the decree 
(plaintiff remarried after the divorce was granted).’® 

Ray Clayman 








15 Johnson v. Johnson, 381 Ill. 362, 45 N.E.2d 625 (1943); Leland v. Leland, 
319 Ill. 426, 150 N.E. 270 (1926); Norwood v. Norwood, 333 Ill. App. 469, 77 
N.E.2d 552 (1948). 

16 The purpose of this note is not to consider whether the court should have 
set aside the divorce decree but to question the basis for the decision in the 
instant case, i.e., that the court lacked jurisdiction over the cause. There is also 
an interesting question of estoppel in the case which this note does not attempt 
to cover. Should the plaintiff have been estopped from setting aside the divorce 
decree because she brought the-original divorce action which failed to set forth 
a good cause of action and testified in support of said complaint? See Jardine 
v. Jardine, 291 Ill. App. 152, 9 N.E.2d 645 (1937). Should plaintiff have been 
estopped because of the mutual property settlement? See Gridley v. Wood, 305 
Ill. 375, 137 N.E. 251 (1922) and Scott v. Scott, 304 Ill. 267, 136 N.E. 659 (1922). 
In the instant case, the supreme court, after stating that defendant had waived 
his right to argue estoppel since the issue was not presented in the lower court, 
answered the above questions in the negative. Finally, if a proceeding to vacate a 
divorce decree were considered a direct instead of a collateral attack in Illinois, 
the supreme court could have reached the same result, i.¢., vacated the decree, 
without relying upon a questionable interpretation of jurisdiction of subject matter. 








DIVORCE AND ALIMONY DENIED FOR LACK 
OF MARITAL DOMICILE 


Loeb v. Loeb, 
4 N.Y.2d 542, 152 N.E.2d 36 (1958) 


Plaintiff and defendant were married in Connecticut in 1942. In 
1944 the couple established their home in the state of Vermont, where 
they maintained their marital domicile until 1951, when defendant hus- 
band left plaintiff and subsequently obtained an ex parte divorce in 
Nevada in July, 1952. The wife was not personally served and did not 
appear in the action. The decree made no provision for her support. 

In November, 1952, plaintiff challenged the validity of the Nevada 
divorce in the Vermont County Court and petitioned that court for 
support. Affirming a ruling that defendant’s Nevada divorce decree 
was entitled to full faith and credit, the Vermont Supreme Court in 
May, 1955, reversed the lower court’s award of support to plaintiff, 
holding that it did not have jurisdiction, in the absence of statute, to 
make such an award for support to a person who had been validly 
divorced in another jurisdiction." 

In August, 1953, plaintiff sold the Vermont home and has resided 
in New York since October, 1953, when, she maintained, she formed the 
intention of becoming a New York resident. While the Vermont action 
was pending, plaintiff instituted an action under Section 1170-b of the 
Civil Practice Act” in the New York courts, seeking a divorce or sepa- 
ration from defendant and provision for her support. She secured a 
sequestration order against defendant who appeared generally in the 
action. The trial court dismissed her complaint in all respects and the 
court of appeals affirmed, holding the issues relating to the validity of the 
Nevada divorce had been resolved against her in the Vermont proceeding 
which she instituted, and that Mrs. Loeb, having first declared her in- 
tention to become a New York resident over a year after her husband 
secured the Nevada divorce, and having pursued her marital rights in 
Vermont after announcing her intention to become a resident of New 
York, could not be regarded as a “New York wife” entitled to relief 
under Section 1170-b of the Civil Practice Act.* 

Section 1170-b permits the New York courts to grant, “as justice 
may require,” maintenance to a wife in cases where it is not possible to 
grant a divorce, separation or annulment because the marriage has already 





1 Loeb v. Loeb, 118 Vt. 472, 114 A.2d 518 (1955). The Vermont court relies 
on Thompson v. Thompson, 226 U.S. 551 (1912), subsequently overruled in 
Vanderbilt v. Vanderbilt, 354 U.S. 416, 419 (1956), insofar as it held that an 
ex parte divorce destroyed alimony rights. See Armstrong v. Armstrong, 162 Ohio 
St. 406, 123 N.E.2d 267, aff'd, 350 U.S. 568 (1955). See generally Annot., 28 
A.L.R.2d 1378 (1953). 

2N.Y. Civ. Prac. Act § 1170-b (Nichols-Cahill Supp. 1958). 

34 N.Y.2d 542, 152 N.E.2d 36 (1958). 
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been dissolved by the courts of another state, at the instance of the 
husband, in an action in which personal service over the wife was not 
obtained, The idea that a divorce decree may terminate the marital status 
without affecting related property rights has been given expression by the 
United States Supreme Court in the concept of “divisible divorce.’* 
A 1957 decision of that court,” upholding the constitutionality of Section 
1170-b, applied this concept to establish that the full faith and credit 
clause of the federal constitution and its implementing statute® do not 
require the state of a wife’s domicile to recognize, as determinative of 
her right to alimony, an otherwise valid ex parte divorce decree rendered 
by another state, but that it is a personal right which exists separate and 
apart from any divorce judgment, and of which the wife cannot there- 
fore be deprived by any court acting without jurisdiction over her person." 

Although by grounding its decision in the Vanderbilt case on the 
invalidity of the foreign decree insofar as it purported to affect property 
rights the Court makes it unnecessary any longer to weigh the competing 
interests of two states when the question is whether a wife’s support 
rights have been affected by an ex parte divorce, it left open the question 
of the interest the state court must have in the divorced wife before it 
may adjudicate her rights to support. —The New York court’s ruling in 
the instant case limits the state’s interest in the protection of her support 
rights to a wife who was domiciled in New York at the time the foreign 
forum granted the divorce. The rationale implicit in this ruling was 
earlier set forth by Mr. Justice Harlan as requiring such a result on 
constitutional grounds: 

Where a wife becomes a domiciliary of New York after 

the ex parte divorce and is then granted support . . . New York 

could not pretend to be assuring the wife the . . . survival of 

a pre-existing right, because the wife could have had no pre- 

divorce rights in New York at all.... And... at the time 

of the divorce New York would have had no interest in the 

situation. . .. I should think New York would be forced to 

look to the law of a state which had substantial contact with 
these parties at the time of the divorce. . . .* 

The New York court avoids the constitutional questions thus posed 
and chooses to dismiss Mrs. Loeb’s claim by asserting her Vermont 
domicile at the time of the divorce and her pursuit of her marital rights 
in that state as factors disqualifying her as a “New York wife” (that 
class of parties to which it presupposes the legislature intended to afford 
protection under Section 1170-b). The language of the statute is not, 
however, free from ambiguity, speaking simply in terms of “wives,” 








4Estin v. Estin, 334 U.S. 541 (1947). 

5 Vanderbilt v. Vanderbilt, supra note 1. 

6 28 U.S.C. § 1738 (1950). 

7Pennoyer v. Neff, 95 U.S. 714, 726-27 (1877). 

8 Vanderbilt v. Vanderbilt, supra note 1, at 433-34 (dissenting opinion). 
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without specifying what group of wives or where such wives were to be 
located when the husband obtained his divorce. It seems quite rightly 
within the province of the New York court to construe the statute in 
terms of an expressed legislative purpose “to protect a New York wife 
whose right to support from her husband may be completely cut off by 
an ex parte foreign divorce decree, in the absence of a previous New 
York separation decree with provision for maintenance.”® This seems 
to assume a wife deserted in New York, however, and it becomes difficult 
to justify the distinction made in the Vanderbilt case, the facts of which 
show Mrs. Vanderbilt fortuitously to have timed her arrival in New York 
state after her husband had left her in Connecticut but before the 
Nevada decree was awarded him.’® 

The refusal to grant Mrs. Loeb standing before the New York 
court can be reconciled with the recognition of standing in Mrs. Vander- 
bilt only if it is assumed that New York accepts the Vermont court’s 
definition of the term “wife” as designating an actual existing relation 
and not the person enjoying or, in these cases, involuntarily relieved 
from the status conferred by that relation." The Vermont court denied 
alimony on the basis of the view that with the dissolution of a marriage 
relation there is no longer any “wife”, and therefore the subject matter 
which forms the basis for a separate maintenance action, only as an 
incident of which alimony can be awarded under the Vermont statute,’* 
is extinguished."* The New York court does not, however, announce this 
reasoning as an expression of the conflicts rule it holds applicable, but 
merely assumes that the only proper construction of the statute does not 
permit its application to women who were not still married at the time 
they came to live in New York. 

Though sidestepped by the New York court, it seems obvious that 
the constitutional arguments advanced by Mr. Justice Harlan as a barrier 
to the result in Vanderbilt would prove an even greater obstacle to policy 
considerations favoring an opposite result in Loeb, It might well be 
argued that full faith and credit must be accorded the adjudication of 
plaintiff's right to alimony, not by the Nevada court which awarded the 
ex parte divorce, but by the Supreme Court of Vermont.’* Vermont was 
certainly the state which had the most substantial contact with the mar- 
riage, and no question is raised as to its jurisdiction over the parties, It 
could, however, be questioned whether the Vermont judgment, holding 
in essence that Mrs. Loeb had failed to state a cause of action under the 





9N.Y. Law Rev. Commo. Report 468 (1953). 

10 Vanderbilt v. Vanderbilt, supra note 1. 

11 Contra, Cox v. Cox, 19 Ohio St. 502, 2 Am. Rep. 415 (1869). 

12 Vr. Stat. § 3256 (1947). 

13 Loeb v. Loeb, supra note 1. 

14 Cf. Yarborough v. Yarborough, 290 U.S. 202 (1933). A Georgia decree 
fixing the amount of support to which a child was entitled as part of a general 
divorce judgment was held to be entitled to full faith and credit so as to bar a 
subsequent award of support to the child by a South Carolina court. 
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laws of that state, was such as could be deemed a valid and binding final 
determination on the merits of the interests of the parties. A foreign 
judgment not on the merits is not conclusive to a subsequent action,’® 
as, for example, a judgment for defendant on demurrer is no bar when 
the declaration in a second suit properly alleges a cause of action.'® 

The New York ruling, as proposed above, could as well have been 
reached by the application of a comflicts rule precluding an adjudication 
under its domestic rule regarding awards of alimony subsequent to ex 
parte divorces, and requiring a decision against Mrs. Loeb’s claim in 
accord with the Vermont law on the subject. Had New York analyzed 
the question in this manner and interpreted its conflicts rule as permitting 
a determination under its own domestic law, however, of rights and 
obligations arising out of the marriage contract which had been dissolved 
before Mrs. Loeb became domiciled in New York, such determination 
might be attacked as an erroneous application of the /ex fori instead of 
looking to the foreign rule by which the matter should have been deter- 
mined.’’ Such errors by a state court in a choice of law problem have 
been held to constitute a violation of due process of law within the 
meaning of the fourteenth amendment."* 

It is far from settled, however, in approaching such questions as 
choice of law problems, with which law the choice properly lies. The 
courts do not question the propriety of decisions in the state of “matri- 
monial domicile”,’® but these words have not been legally defined in a 
way that attaches to them any import beyond their ordinary meaning, 
the domicile of the parties living together as man and wife. Mr. Justice 
Holmes early maintained that it is difficult to “see any ground for dis- 
tinguishing between the extent of jurisdiction in the matrimonial domicile 
and that... in a domicile later acquired.” The rule of law supported 
by reliance upon the term “matrimonial domicile” as it affected juris- 
diction to grant binding divorce decrees has been overruled,”’ but the 
concept seems still with us regarding the award of alimony.”” A more 








15 Warner v. Buffalo Dry Dock Co., 67 F.2d 540 (1933); RESTATEMENT, 
JUDGMENTS § 49 (1942). 

16 Wilson & Co. v. Hartford Fire Ins. Co., 300 Mo. 1, 254 S.W. 266 (1923) ; 
RESTATEMENT, JUDGMENTS § 50 and comments (1942). 

17 Hartford Accident & Indemnity Co. v. Delta & Pine Land Co., 292 U.S. 
143 (1934), held that a valid choice of the /ex fori will depend upon the relative 
weight and number of forum contacts. 

18 [bid. Home Ins. Co. v. Dick, 281 U.S. 397, 407-08 (1929), held that a state 
may not enlarge the obligations of the parties to a contract to accord with local 
statutory policy solely on the ground that one of the parties is its own citizen; 
Aetna Life Ins. Co. v. Dunken, 266 U.S. 389 (1924). 

19 See Goodrich, Matrimonial Domicile, 27 Yate L.J. 49 (1917). 

20 Haddock v. Haddock, 201 U.S. 562, 631 (1906) (dissenting opinion). 

21 Vanderbilt v. Vanderbilt, supra note 1. 

22 Vanderbilt v. Vanderbilt, 1 N.Y.2d 342, 351, 135 N.E.2d 553, 557 (1955), 
held Mrs. Vanderbilt had “a right to . . . bring the matrimonial domicile to 
New York with her . . .” and that when she exercised this right after separation 
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logical basis for deciding the choice of law issue would seem to be the 
state’s interest in its domiciliaries as it outweighs or fails to outweigh 
conflicting interests, and thus allows or precludes the application of local 
policy. 

The question has been widely argued as to how much latitude on 
grounds of local policy a state should have in according full faith and 
credit to a sister state’s judgments or when a state court’s mistake in its 
choice of law becomes serious enough that the Supreme Court will 
reverse on the ground of due process.** Expositing the many situations 
in which the Supreme Court has recognized judgments valid in the state 
where rendered but to which the full faith and credit clause gives no 
force elsewhere, Mr. Justice Stone and Mr. Justice Cardozo** have ex- 
pressed the social policy warranting such exceptions. The policy may 
apply as well when the constitutional due process provision is in issue.”° 

In the assertion of rights, defined by a judgment of one 
state, within the territory of another there is often an inescap- 

able conflict of interest of the two states, and there comes a 

point beyond which the imposition of the will of one state 

beyond its own borders involves a forbidden infringement of 
some legitimate domestic interest of the other. That point may 

vary with the circumstances of the case, and in the absence of 

provisions more specific than the general terms of the con- 

gressional enactment this Court must determine for itself the 
extent to which one state may qualify or deny rights claimed 
under proceedings of other states. 
The “legitimate domestic interest” of the second state justifying the 
“divisible divorce” theory is the deep concern of the state where the 
deserted wife is domiciled in the welfare of the family deserted by the 
head of the household.?? 

Returning to examine with a constitutionally unprejudiced eye the 
language of Section 1170-b, one fails to find therein any indication 
whether the legislature’s purpose was (1) to lay down a procedural rule 
with reference to New York maintenance actions or (2) substantively to 
establish a policy protecting New York married women from impoverish- 
ment after possible desertion by their husbands. The answer being by 
no means clear from the statutory language, it is therefore open to a 
court not bound by precedent to construe it as intended to accomplish the 





but prior to the grant of the Nevada divorce she could avail herself of the 
provisions of Section 1170-b. 

23 Goopricu, ConFLicT oF Laws 31-32 n.80 (3rd ed. 1949) and articles cited 
therein. 

24 Yarborough v. Yarborough, supra note 14 (dissenting opinion). 

25.N.Y. Life Ins. Co. v. Head, 234 U.S. 149, 161 (1913). 

26 Yarborough v. Yarborough, supra note 14, at 214-15. 

27 Supra note 4, at 547. “New York was rightly concerned lest the abandoned 
spouse be left impoverished and perhaps become a public charge. The problem 
of her livelihood and support is a matter in which her community had a legiti- 
mate interest.” 
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second purpose only, and thus as a matter of construction to limit the 
operation of the statute to women domiciled within the state during the 
lives of their marriages. The way would thus be open for the court to 
hold that its own conflicts rule refers the rights of “wives” domiciled 
elsewhere, and so not covered by the statute, to the tests laid down in 
their home states, as applied by the New York courts under whose juris- 
diction such parties had come through domicile acquired subsequent to 
their married lives. 

A consideration of the public policy underlying the meaning and 
purpose of Section 1170-b, affording the state’s protection as warranted 
by the interest of the state in having a guondam husband continue his 
obligation to support his deserted wife, seems nevertheless just as validly 
to permit a construction allowing the protection of alimony rights to a 
divorced wife who comes to live in the state after a foreign divorce. 
The reasoning Mr. Justice Stone and Mr. Justice Cardozo applied to the 
facts of the Yarborough case** seems applicable here. Applying their 
views to the facts of the instant case, Vermont’s interest in her support 
ceased when the plaintiff became a domiciled resident of New York, and 
“a new interest came into being, the interest of the State [of the new 
domicile] as a measure of self-preservation to secure the adequate pro- 
tection and maintenance of . . . members of its own community. . . .””° 

The facts of the instant case—that Mrs. Loeb’s move to New York 
was pursuant to an earlier agreement with her husband, her purchase of 
a home, her duration of residence in excess of New York’s one-year 
jurisdictional residency requirement—should provide New York with at 
least as great an interest in her continuing support as it would have in a 
wife long domiciled and deserted in New York who intended to remain 
only long enough to benefit from its statutory protection of her support 
rights and then to move elsewhere to begin her life as a single woman, 
This indeed was plaintiff’s position under the jurisdiction of the Vermont 
courts when she had abandoned her intent to maintain her domicile in 
that state and moved to New York, intending to establish her home there. 
Mrs. Loeb is not asking anything from the state of New York except 
that its courts secure her support by her ex-husband in order to ensure 
that she and her child not become charges of the state of New York— 
a reason surely in conformity with the social policy and with the legis- 
lative intent manifested by this statute, to prevent pauperized ex-wives 
and children from becoming wards of the state. 

The factual history of Mrs. Loeb’s acquisition of New York 
domicile should further dispel in her case the court’s expressed concern 
over an influx of “forum-shoppers”.*° Setting aside the question of the 
unfairness of laws which leave husbands free to forum-shop for quick 





28 Supra note 14. 


29 Jd. at 227. 
304 N.Y.2d at 548, 152 N.E.2d at 39. 
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and easy divorces, but deny their wives a similar shopping spree to seek 
the re-establishment of support rights of which they have been deprived 
at the same time they were unwillingly, indeed often unwittingly, shorn 
of their marital status, there remains a serious policy inconsistency. For 
when ex-wives become legally domiciled in New York with the intent 
to make it their home, and legitimately so even though their motive be 
only a preference for the climate of its laws over those of their home 
states,*" it is by refusing to allow these women to assert under those laws 
their rights to support that New York threatens itself with incurring the 
very obligations of relief maintenance such support actions are devised 
to prevent. Regardless of the attitude assumed on the question of 
“forum-shopping”, however, Judge Desmond’s dissent*? negatives this 
argument by pointing out that a contrary result in this or any one case 
would in no way limit New York’s discretion to determine on the facts 
of each individual case “what justice may require.” 


Ruth S. Harwitz 





31 Matter of Newcomb, 192 N.Y. 238, 252, 84 N.E. 950, 955 (1908), held 
that “[Mrs. Newcomb] could make the change because she preferred the laws 
of Louisiana to those of New York... .”; see Note, 20 CoLum. L. Rev. 87 (1920). 
32 Supra note 30, at 552, 152 N.E.2d at 41. 











EXECUTIVE COMPENSATION PLAN INVALID 
FOR LACK OF REASONABLE RELATION TO 
SERVICES RENDERED 


Berkwitz v. Humphrey, 
163 F. Supp. 78 (N.D. Ohio 1958) 


In a stockholder’s derivative suit, plaintiff objected to the Manage- 
ment Unit Plan, a profit sharing and pension plan adopted by the Pitts- 
burgh Consolidation Coal Company for the benefit of its top level 
executives. Under the plan, certain key employees were assigned a 
designated number of units. Upon retirement at age sixty-five or upon 
termination of employment at any time due to sickness or death, the 
company agreed to pay the unit holders a sum equal to the increased 
value of the units to which an employee was entitled measured by the 
increased value, if any, of an equal number of shares of capital stock. 
Thus an employee who participated in the plan for five years would be 
given a bonus upon retirement equal to the number of units he held 
multiplied by the rise in the market value of the capital stock during the 
period in which he participated in the plan. 

The federal district court for the northern district of Ohio held 
that such a plan was unreasonable per se and invalid because the method 
of computing the compensation bore no reasonable relation to services 
rendered and was therefore a misuse of corporate funds.’ 

The court, having acknowledged the fact that it was dealing with 
a singular case of first impression, began its examination of the plan by 
stating the well settled principle that the “authorized compensation must 
bear a reasonable relation to the value of the services of an employee.”” 
The first objection to the plan raised by the court was that the market 
value of the capital stock of a corporation is an unreliable index of the 
value of services rendered by its key employees as it is governed by many 
aleatory considerations. 

This same problem was discussed in Gruber v. Chesapeake & O. 
Ry.® where the court said: 





1 Berkwitz v. Humphrey, 163 F. Supp. 78 (N.D. Ohio 1958). 

2 Rogers v. Hill, 289 U.S. 582 (1933); Gallin v. National City Bank, 273 
N.Y.S. 87 (1934). 

3158 F. Supp. 593, 597 (N.D. Ohio 1957). The principal case and the Gruber 
case were both decided by the federal district court for the northern district 
of Ohio. The Gruber case was cited by the defendants in their motion to dismiss 
but was not referred to in the opinion. It involved a stock option plan whereby 
certain executives were given the opportunity to purchase company stock at 
prices below market value. Such a plan bears a resembiance to the Management 
Unit Plana in that whether the executive makes a profit above and beyond the 
discount given him at time of purchase, depends upon the subsequent conduct of 
the market value of the stock. The obvious difference is that the executive may 
sell his stock at any time whereas the executive assigned units must wait until 
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[I]t has become a business custom that corporation executives 

are given a proprietary interest in the company for which they 

work, through the granting of common stock at its present 

market price. The executive’s “benefit” materializes when the 
stock which he has received rises in price on the market through 
increased efficiency in management and operation of the 
company. 
The court in the Gruber case clearly indicated that there is some reason- 
able relation between services rendered and the market value of the 
stock, whereas the court in the principal case held that there is no 
reasonable relationship between market value and services rendered, 

The court held the plan unreasonable per se, thus ignoring the fact 
that the retirement bonuses paid out from 1947 to 1952 amounted to 
only 1.71 per cent of the dividends paid to stock holders. The court 
employed the familiar device commonly known as “the parade of the 
horribles” to show just what sort of incongruous results might be reached 
by the use of such a plan. Again the court shut its eyes to the actual 
results achieved by the plan during the first five years of operation. 

In stockholders derivative suits such as this, the courts place the 
burden of proof on the stockholder who challenges the plan and require 
him to sustain it by showing that the excessive compensation stems from 
fraud or bad faith practiced by the directors.° Reasonableness of execu- 
tive compensation is clearly a relative matter and lies in an area where 
the courts have not required exact precision but have been satisfied with 
rough approximation, In the principal case, plaintiff does not object to the 
retirement bonuses as being “excessive” but only as being “unreasonable.” 
However, it is apparent that plaintiff’s real objection is that, in the 
future, the plan may result in excessive compensation for the participants, 
thus cutting into plaintiff’s right to the profits by way of dividends. 

Generally, the courts have not considered compensation plans to be 
excessive per se, but have compared the amounts with benefits paid by 
other companies.® In Kalmanash v. Smith the court required the com- 








retirement to realize any ‘profit upon an increase in market value. Both plans 
give the executive the incentive to work at his most productive level in order 
to maximize profits and thus increase the value of the stock. However, once the 
stock has been sold, the executive no longer has such an incentive. Such a result 
is not possible with the Management Unit Plan, where the incentive is present 
up to the day of retirement. 

4 Brief for Defendant, p. 19, Berkwitz v. Humphrey, 163 F. Supp. 78 (N.D. 
Ohio 1958). During the five year period from 1947 to 1952 the dividends paid 
to stockholders amounted to $32,391,000.00. The retirement bonuses paid out to 
employees amounted to $55,408.00. 

5 Heinz v. National Bank of Commerce, 237 F. 942 (8th Cir. 1916); Gott- 
fried v. Gottfried, 112 N.Y.S.2d 431 (1952); Kalmanash v. Smith, 291 N.Y. 
142, 51 N.E.2d 681 (1943); CCH 1 Pension Pitan Ruwincs { 10201 (1954); 5 
FLETCHER, PRIVATE CoRPORATIONS §§ 2126, 2129 (perm. ed. rev. repl. 1952). 

6 WasHINGTON & ROTHSCHILD, COMPENSATING THE CorPORATE EXECUTIVE 371 
(1951). 
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plaint to state the amounts received by the executives and the services 
performed as part of the factual showing of excessiveness.’ The court 
relied heavily upon Rogers v. Hill,® probably the most famous of all 
stockholder litigation and the source of the principle that compensation 
must be reasonably related to services. However, that case held that the 
amount paid to the president of The American Tobacco Company was 
unreasonable, not that the plan whereby the figure was computed was 
unreasonable, In the Kalmanash case the court said that in a stock- 
holder’s derivative action, allegations that the corporation’s payments to 
certain officers thereof amounted to spoilation or waste of corporate funds 
did not plead an actionable wrong in the absence of allegation of facts 
showing bad faith or fraud practiced by the officers, Such a statement as 
this is the result of the application of the “business judgment rule,” 
whereby the courts defer to the honest judgment of the directors on 
questions of corporate management and policy.® 

In the principal case there is a conspicuous absence of any proof of 
excessiveness of amount of the bonuses or of fraud or bad faith on the 
part of the directors. The plan had been in operation only a few years. 
To say that in the future these retirement bonuses will be excessive is to 
substitute the business judgment of the court for the business judgment 
of the corporation. This is the very thing that the business judgment rule 
was designed to prevent.'? When the soundness of a management de- 
cision is questioned and the results of that decision are m futuro, the 
business judgment rule requires that the court “render unto Caesar that 
which is Caesar’s.” In a situation such as this, a holding that the decision 








7291 N.Y. 142, 51 N.E.2d 681 (1943). 

8 289 U.S. 582, 591 (1933). “As the amounts payable depend upon the gains 
of the business, the specified percentages are not per se unreasonable. .. . [T]he 
payments under the by-law have by reason of increase of profits become so large 
as to warrant investigation in equity in the interest of the company.” 

9“TT]he court will not interfere with the internal management of corpor- 
ations, and therefore will not substitute its judgment for that of the officers and 
directors.” Otis & Co. v. Pennsylvania R.R. 61 F. Supp. 905, 911 (E.D. Pa. 1945) ; 
aff'd, 155 F.2d 522 (3d Cir. 1946). “Questions of policy of management, of ex- 
pediency of contracts or action, of adequacy of consideration not grossly dis- 
proportionate, of lawful appropriation of corporate funds to advance corporate in- 
terests, are left solely to the honest decision of the directors. .. . To hold otherwise 
would be to substitute the judgment and discretion of others in the place of those 
determined on by the scheme of incorporation.” Ellerman v. Chicago Junction Ry., 
49 N.J. Eq. 217, 232 (1891). See Merriman v. National Zinc Corp., 82 N.J. Eq. 493, 
89 Atl. 764 (1914); CCH 1 Pension PLan Rutincs J 10201 (1954) ; Carson, Current 
Phases of Derivative Actions Against Directors, 40 Micu. L. Rev. 1125, 1128-1131 
(1942); See also 5 FLETCHER, PrivATE CorPoRATIONS §§ 2126, 2129 (perm. ed. rev. 
repl. 1952). 

10In Gottfried v. Gottfried, 112 N.Y.S.2d 431, 461 (1952) the court said 
that there is no simple test available to determine when an incentive compensa- 
tion contract keyed to employer’s profits is wasteful and that the courts are loath 
to overturn a contract particularly when “the only defect claimed is that as 
things worked out the contingent compensation proved to be excessive.” 
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of the directors is unreasonable per se is a trespass by the court upon the 
domain of the corporation directors. 

In addition to the main objection of “unreasonableness,” the court 
stated that the company was aware of the fact that the market value of 
the stock bore no reasonable relation to services rendered and this was 
why the company provided a two year extension for determining the 
value of the stock.’* The defendant stated in its supplemental brief 
that the purpose of the two year provision was to give the employees a 
chance to capitalize on the fruits of their labor which might not be trans- 
formed into market appreciation at the time of retirement. It would 
seem clear that the reflection of valuable services in the rise of the corpo- 
rate stock would not be an instantaneous operation. 

Since two top executives did not participate in the plan the court 
reasoned that their services contributed to the increase in the value of the 
capital stock, and yet others reaped the benefits from their labor. This 
objection could be brought against the plan even if these two men had 
joined, since through their positions and abilities they effectively con- 
trolled the policy of the company. But more important, this criticism by 
the court recognizes that the valuable leadership and services of these 
two men did result in a rise in the market value of the stock. 

The court vigorously objected to the plan because of the influence 
on the stock of non-recurring capital gains derived from the sale of 
assets in transactions where only one or two executives participate but in 
the fruits of which all of the unit holders would share, Such a criticism 
does not take into consideration the fact that one of the assumptions 
underlying profit sharing plans is that the efforts of all key personnel 
helped to provide the company with the asset now being sold. Since unit 
holders would suffer from non-recurring losses, it seems only fair to 
permit them to share in non-recurring gains. 

One of the main reasons for instituting such a plan was to furnish 
an incentive for the employees to remain with the company and put forth 
their best efforts. The training of a top executive involves an expense 
which the corporation would like to amortize over a long period. In 
speaking of profit sharing plans, the court in the Gruber case said: 

The company is compensated by increased profits, ultimately 

distributed to the shareholders through dividends, and elicited 

to a great extent by that continuity of service on the part of 

its executives which would otherwise be frustrated.’* 


A $51,000 bonus paid to the chairman of the board of directors of 








11 The plan as originally instituted provided a five year period extending 
from date of retirement during which the retired employee could select a market 
value date which would serve as the basis for computing his bonus. The plan 
was amended to provide for a two year period and any date chosen during this 
period had to be designated ten days in advance. 

12 Gruber v. Chesapeake & O. Ry., supra note 3, at 597. 
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Republic Steel was held valid as incentive for his continued valuable 
services. '* 

A retirement plan such as that of Pitt-Consol serves as one method 
of hedging against inflation. In an inflationary economy, a retirement 
bonus determined by prior income gives to the employee a dollar valu- 
ation which does not represent the purchasing power that it did at the 
time the right to the bonus was earned.’* Many pension plans which are 
automatically adjusted to the cost of living continue to do so even after 
the employee has been retired.’” Since studies show that there is a corre- 
lation, though not exact, between stock prices and cost of living,’ it 
would seem that the Pitt-Consol plan has this valuable built-in feature. 

Conceding that the benefits paid out under any compensation plan 
must bear a reasonable relation to the services rendered, this does not re- 
quire a finding of more than that the total compensation paid out is 
related to the total benefits received. Thus it has been suggested that the 
existence of this relationship should not be tested by whether the corpo- 
ration will receive from any individual employee services in the future 
commensurate with the pension to be paid him, but rather by whether the 
overall cost of the pension plan will be offset by the total benefits arising 
from the existence of the plan.’* 

The decision in this case reduces the sphere of operations in which 
corporate directors can move without fear of judicial intercession. It 
also tends to neutralize the effectiveness of the business judgment rule. 

Since many other companies have adopted the Management Unit 
Plan or a similar system for compensating their executives, the importance 
of this decision is clear. Because this is a case of first impression, it sets 
a trend which may be followed by other courts. The validity of these 
other plans will depend upon their factual similarity to the Management 
Unit Plan and whether the court will withhold its judgment until it can 
be ascertained whether or not the amounts actually paid out were 
excessive. 


Rick E. Marsh 


13 Holmes v. Republic Steel Corp., 84 Ohio App. 442, 84 N.E.2d 508 (1948). 

14 Calvert, Taking the Gamble Out of Pensions, 51 Pus. Utit. Fort. 415 
(1953); 1 P-H Corp. Serv. § 25048 (1957). 

151 P-H Corp. Serv., supra note 14. E.g., an employee accrues a pension 
unit of $100 in 1956 and the cost of living in that year is 116. If at retirement, 
the cost-of-living index stands at 140, that particular pension would be adjusted 
by multiplying 140 x 100. The result is an adjusted pension unit of $121. Many 

116 
plans continue this adjustment even though the employee has been retired for 
many years. 

16 J bid. 

17 Note, 70 Harv. L. Rev. 490 (1957). 











ACTS OF MUNICIPAL CORPORATIONS INCLUDED 
UNDER LOCAL POLICE REGULATIONS 


State ex rel, Canada v. Phillips, 
168 Ohio St. 191, 151 N.E.2d 722 (1958) 


This case arose upon a writ of mandamus to compel the Columbus 
Director of Public Safety to revoke the appointment of the present 
deputy police inspector and to appoint the relator. Relator ranked first 
and appointee second in a competitive civil service examination for the 
position. A state statute’ required the appointment of the person re- 
ceiving the highest score. The city charter? permitted the appointment 
of any one of the top three. The writ was denied. The Ohio Supreme 
Court held that the city charter controlled the appointment of police 
officials under the “power of local self-government” granted by Sections 
3 and 7 of Article XVIII of the Ohio Constitution,* and the appoint- 
ment was not within “local police . . . regulations” as these words are 
found in the second clause of Section 3 of Article XVIII. The decision 
reaffirmed that the words, “as are not in conflict with general laws,” as 
used in Section 3 modify the power to enact “local police . . . regu- 
lations,” but not the grant of “powers of local self-government.” Hence 
a municipal act which is a “power of local self-government” cannot be 
in “conflict” with a state statute. The majority pointed out that Ohio 
may establish a police force, but its interest in having police protection 
does not justify it in interferring with the municipal power of “local 
self-government.” 

This note is concerned with the question of what municipal acts are 
included under “local police . . . regulations” and therefore become sub- 
ject to the control of the state legislature. The scope of this phrase has 
been a continual source of litigation since the adoption of the Home Rule 
Amendment in 1912. The Ohio Supreme Court encountered no appreci- 
able difficulty in determining that municipal acts regarding liquor, traffic 
or misdemeanors are included. However with respect to ministerial acts 
of municipalities, the scope of the phrase has been expanded or contracted 
with the divergent attitudes of the court toward local autonomy. 

In Fitzgerald v. City of Cleveland,‘ an early case interpreting the 
Home Rule Amendment, the court defined “local police . . . regulations” 





1 Ouro Rev. Cone § 143.34 (1953). 

2 CotumBus, OHI0, CHARTER § 151 (1914). 

3 On10 Const. art. XVIII, § 3. “Municipalities shall have authority to 
exercise all powers of local self-government and to adopt and enforce within their 
limits such local police, sanitary and other similar regulations, as are not in con- 
flict with general laws.” Onto Const. art. XVIII, § 7. “Any municipality may 
frame and adopt or amend a charter for its government and may, subject to the 
provisions of section 3 of this article, exercise thereunder all powers of local 
self-government.” 

488 Ohio St. 338, 103 N.E. 512 (1913). 
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as a municipal act which restricted or regulated a person’s rights or 
property in such things as the “morals of the people, the purity of their 
food, the protection of the streams, the safety of buildings and similar 
matters.”° This definition of “local police . . . regulations” is very 
similar to the one which the federal courts® traditionally give to police 
power. Such a broad definition could tend to limit local autonomy be- 
cause of the greater possibility of municipal acts being included in “local 
police . . . regulations,” and the resultant likelihood of “conflict with 
general laws.” But in this early period the court also used a broad 
definition of “local self-government” which tended to expand the power 
of municipalities. An example is Perrysburg v. Ridgway,’ where a mu- 
nicipal ordinance denying a bus company the right to use a city street 
for a bus stop was held to be a power of “local self-government.” This 
extension was short lived. Two years later in City of Nelsonville v. 
Ramsey,® the court declared a similar ordinance to be a police regulation. 
But in general the court in deciding cases having to do with municipal 
acts dealing with traffic,® liquor,’° or misdemeanors,’ assumed they were 
“local police . . . regulations” and resolved any problem by application 
of the “conflict” clause.’* 

The primary difficulties arose in those areas that dealt with civil 
service requirements of municipal employees. A municipal ordinance 
regulating the civil service of a city was held to be a subject of “local 
self-government” in the early case of State ex rel. Lentz v. Edwards. 
This conclusion was bottomed on the theory that “one of the powers of 
local self-government was the power of legislating with reference to the 
local government. . . .”"* “In State ex rel. Vogt v. Donahey,”® the court 
mentioned that the appointment of police officers was a matter of local 
self government but did not refer to Sections 3 or 7 of Article XVIII. 

However, in the face of these decisions, the civil service require- 
ments with respect to the police and fire departments began to receive 
different treatment in the early 1940's. In City of Cincinnati v. 








5 Id. at 359, 103 N.E. at 518. 
6 Freunp, THE Potice Power 17 (1904); 16 C.J.S. Constitutional Law § 175 
(1956); 11 Am. Jur. Constitutional Law § 248 (1937). 
7108 Ohio St. 245, 140 N.E. 595 (1923). 
8113 Ohio St. 217, 148 N.E. 694 (1925). 
® Schneiderman v. Sesanstein, 121 Ohio St. 80, 167 N.E. 158 (1929); City 
of Fremont v. Keating, 96 Ohio St. 468, 118 N.E. 114 (1917). 
10 Neil House Hotel Co. v. City of Columbus, 144 Ohio St. 248, 58 N.E.2d 
665 (1944); City of Akron v. Scalera, 135 Ohio St. 65, 19 N.E.2d 279 (1939). 
11 Greenburg v. City of Cleveland, 98 Ohio St. 282, 120 N.E. 829 (1918). 
12In Village of Struthers v. Sokol, 108 Ohio St. 263, 140 N.E. 519 (1923), 
the test for determining “conflict” was held to be whether the municipal act per- 
mits or licenses that which the general act forbids and prohibits, and vice versa. 
1390 Ohio St. 305, 107 N.E. 768 (1914). 
14 Jd. at 309, 107 N.E. at 769. See also Hile v. City of Cleveland, 118 Ohio 
St. 99, 160 N.E. 621 (1928). 
15108 Ohio St. 440, 140 N.E. 609 (1923). 
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Gamble,'® a retirement system which the city had established for the 
police and firemen was held to yield to a state statute on the same subject. 
The court appeared to hold that matters relating to these departments 
were of “state wide concern,” a theory quite distinct from the “conflict” 
basis for control of police regulations, Likewise in State ex rel. Strain v. 
Houston" and State ex rel. O’Driscol v. Cull,'* it was decided that state 
statutes must prevail over municipal ordinances dealing with police and 
fire departments. In these decisions the court stressed both “‘state wide 
concern” and “conflict with general acts.”!® The supreme court, although 
not expressly overruling the Lentz case,”® greatly reduced its significance 
in this area, If these decisions were based completely on “state wide con- 
cern,” it would be in an area outside of Section 3 of Article XVIII and 
in the area of state jurisdiction under Section 1 of Article II.71 But if 
the decisions were partly bottomed on “conflict with general laws” there 
would have been little left of the Lentz case,2* for in order to find 
“conflict” they would have to be “local police . . . regulations” instead 
of “powers of local self-government.” 
An interesting example of the supreme court’s apparently placing 
municipal acts dealing with civil service in the category of “local police 
. regulations” is illustrated by Hagerman v. Dayton.”* A city ordi- 
nance which provided for the check-off of union dues of city employees 
was stated to be a “local police . . . regulation” and in “conflict” with a 
state statute.2* The court defined “local police . . . regulation” as “the 
enactment of any ordinance which is aimed at the preservation of the 
health, safety, welfare or comfort of citizens of a municipality. . . .”?° 
The application of this definition to the facts of the case is suspect. 
This trend of encompassing any ministerial act which touched on 





16 138 Ohio St. 220, 34 N.E.2d 226 (1941). 

17138 Ohio St. 203, 34 N.E.2d 219 (1941). 

18 138 Ohio St. 516, 37 N.E.2d 49 (1941). 

19 See State ex rel. Arey v. Sherrill, 142 Ohio St. 574, 53 N.E.2d 501 (1944). 

20 State ex rel. Lentz v. Edwards, supra note 13. 

21 Fordham & Asher, Home Rule Powers in Theory and Practice, 9 Onto ST. 
L.J. 18, 33 (1948). Onto Const. art. II § 1. “The legislative power of the state 
shali be vested in a general assembly... .” In the principal case the court sug- 
gested that the Ohio General Assembly might enact laws applicable to munici- 
palities pursuant to Section 10 of Article XV only where such laws will not 
restrict “local self-government.” Onto Const. art. XV § 10. “Appointments and 
promotions in the civil service of the state, the several counties, and cities, shall 
be made according to merit and fitness, to be ascertained, as far as practicable, 
by competitive examinations. Laws shall be passed providing for the enforce- 
ment of this provision.” 

22 State ex rel. Lentz v. Edwards, supra note 13. 

23147 Ohio St. 313, 71 N.E.2d 246 (1947). 

24 The decision also stressed that allowing for the check-off of union dues 
was an improper delegation of power, and further that the check-off served no 
municipal purpose. Thus the court’s holding on “conflict with general laws” could 
be considered dictum. 

25 Hagerman v. Dayton, supra note 23. 
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the police or fire departments within “local police . . . regulations” has 
been reversed in the cases since 1950. First in Lepolla v. Davis,”* the 
supreme court dismissed an appeal where the lower court had held a 
municipal act placing a police chief in the unclassified service paramount 
to state civil service laws.”’ In Harsney v. Allen,** it was stated that the 
organization and regulation of the police department was within a city’s 
“powers of local self-government.” Then in State ex rel. Lynch v. City 
of Cleveland,” the court held the method of selecting a police chief to 
be one of the “powers of local self-government” under Section 3 of 
Article XVIII and a municipal act dealing with the selection should 
control. The court did not overrule the line of decisions of the 1940s. 
The pronouncements at this time therefore left the law uncertain as to 
what ministerial acts would be 4eclared “local police . . . regulations.” 

In the principal case the reujority did overrule or question parts of 
the earlier decisions*® and clerred up some of the confusion. The su- 
preme court relying on Lymw»®' and on the early Lentz** case held 
that “. . . the mere fact that the exercise of a power of local self- 
government may happen to relate to the police department does not 
make it a police regulation. . . .”** This decision appears to bring the 
definition of “local police . . . regulations” back closer to the earlier 
holding in the Fitzgerald** case. The method of selecting police officials 
has no impact on the individual. Only where a municipal act has the 
effect of regulating or restricting a person or his property should the 
court hold it to be a “local police . . . regulation.” 


Richard F. Rice 





26 151 Ohio St. 550, 86 N.E.2d 615 (1949). 

27 Lapolla v. Davis, 40 Ohio Op. 244 (1948). 

28160 Ohio St. 36, 113 N.E.2d 86 (1953). 

29 164 Ohio St. 437, 132 N.E.2d 118 (1956). 

30 State ex rel. Arey v. Sherril, supra note 19 (paragraph 4, 5 and 6 of its 
syllabus overruled); State ex rel. Daly v. City of Toledo, 142 Ohio St. 123, 50 
N.E.2d 338 (1943) (overruled) ; City of Cincinnati v. Gamble, supra note 16 (dis- 
tinguished, paragraph 3 of its syllabus questioned and paragraph 4 of its syllabus 
overruled); State ex rel. Strain v. Houston, supra note 17 (distinguished and 
paragraphs 2 and 4 of its syllabus questioned); State ex rel. O’Driscol v. Cull, 
supra note 18, (overruled) ; Jn re Fortune, 138 Ohio St. 385, 35 N.E.2d 442 (1941) 
(distinguished ). 

31 State ex rel. Lynch v. City of Cleveland, supra note 29. 

32 State ex rel. Lentz v. Edwards, supra note 13. 

33 State ex rel. Canada v. Phillips, 168 Ohio St. 191, 197, 151 N.E.2d 722, 
727 (1958). 

34 Fitzgerald v. City of Cleveland, supra note 4. 








INSURANCE: STATE REGULATORY LEGISLATION 
BARS REGULATION BY FTC 


Federal Trade Commission v. The American Hospital & Life 
Insurance Co., 357 U.S. 560 (1958) 


As a result of hearings before the Federal Trade Commission, the 
respondent insurance companies had been ordered to cease and desist 
from distributing allegedly misleading advertising materials.’ Both com- 
panies appealed from these orders in the appropriate appellate courts” and 
it was held in both cases that under the terms of the McCarran-Ferguson 
Act* the FTC lacked jurisdiction since the states involved had their own 
regulatory legislation. The FTC obtained certiorari* in both cases and 
they were combined before the Supreme Court where the decisions of 
the courts of appeals were affirmed.® 

The advertising materials complained of were shipped in bulk by 
the companies to their agents who distributed them locally.* The Su- 
preme Court pointed out that the case did not raise the question of the 
constitutional infirmity of the states to regulate across state lines.’ Thus, 
the court regarded the only “distribution” involved to be the local dis- 
tribution by the agents, and construed the order of the FTC as being 
directed against distribution within a state; if the state had regulatory 
legislation, the order of the FTC would be invalid because of lack of 
jurisdiction.® 

Since the decision in the instant case turned upon an interpretation 
of the McCarran-Ferguson Act, some study of the background of this 
legislation is necessary. 





1 The American Hospital and Life Insurance Co., 21 Fed. Reg. 2979 (1956) ; 
National Casualty Co., 21 Fed. Reg. 3924 (1956). 

2 National Casualty Co. v. FTC, 245 F.2d 883 (6th Cir. 1957), cert. granted, 
355 U.S. 867 (1957); American Hospital and Life Insurance Co., 243 F.2d 719 
(Sth Cir. 1957); cert. granted, 355 U.S. 867 (1957). 

315 U.S.C. §§ 1011-15 (1952). 

4 Supra note 2. 

5 FTC v. The American Hospital & Life Insurance Co., 357 U.S. 560 (1958). 

6 While some of the ‘advertising complained of was distributed through 
the mails directly to potential customers, most of the material was shipped in 
bulk to agents who distributed it locally. The Supreme Court, however, confined 
its consideration to the latter material, dismissing the former as an “insubstantial 
amount”. 

7“Whatever may have been the intent of Congress with respect to inter- 
state insurance practices which the states cannot for constitutional reasons regulate 
effectively, that intent is irrelevant in the cases before us.” 357 U.S. at 564. 

8“These orders seek to proscribe activities within the boundaries of states 
that have their own statutes prohibiting unfair and deceptive insurance practices 
as well as within states that do not.” Jd. at 562; “An examination of that statute 
(McCarran-Ferguson Act] and its legislative history establishes that the act 
withdrew from the Federal Trade Commission the authority to regulate respon- 
dents’ advertising practices in those states which are regulating these practices 
under their own laws.” Id. at 563. 


156 











1959] RECENT DEVELOPMENTS 157 


The rule that insurance was not commerce had been followed in an 
unbroken line of cases since first announced by the Supreme Court in 
Paul v. Virginia’ in 1868. Therefore, it came as a considerable surprise 
to those interested in the “business of insurance” when the court held, 
in the South-Eastern Underwriters case, that insurance was commerce; 
when conducted across state lines it was interstate commerce and, as such, 
subject to federal antitrust laws.’° The court distinguished its earlier 
holdings by pointing out that previous litigation had never tested the 
power of Congress under the commerce clause, but rather tested the 
validity of state action.’’ Protest by insurance executives and state in- 
surance officials followed swiftly in the wake of the decision.’* Con- 
gressional reaction came in the McCarran-Ferguson Act which became 
law on March 9, 1945. While the legislative history of the act’® reveals 
that some members of Congress wished to nullify the South-Eastern 
decision and exclude all federal regulation of insurance, even a cursory 
reading of the act reveals that Congress did not place the business of 
insurance beyond its reach.** 

Insurance executives were placed in a genuine quandary by the 
South-Eastern decision. State tax laws and state regulations, in view of 
the holding that insurance was commerce, might well be declared to be 
unconstitutional burdens on interstate commerce. State revenues, of 
which taxes on insurance companies were an important component, were 
in danger. Accordingly, one of the main purposes of the act was to 
give legal sanction to these state laws, and prevent the collapse of existing 
insurance regulation.’® 

In essence, the McCarran-Ferguson Act was a call to action to the 
states. The act provided: 

1. For a stated period federal regulatory legislation would 





®“Issuing a policy of insurance is not a transaction of commerce.” Paul 
v. Virginia, 75 U.S. (8 Wall.) 168, 183 (1868). “The business of insurance is 
not commerce. The contract of insurance is not an instrumentality of commerce.” 
Hooper v. California, 155 U.S. 648, 655 (1895). 

10 “No commercial enterprise of any kind which conducts its activities across 
state lines has been held to be wholly beyond the regulatory power of Congress 
under the Commerce Clause. We cannot make an exception of the business of 
insurance.” U.S. v. South-Eastern Underwriters Association, 322 U.S. 533, 553 
(1944). 

11“But past decisions of this Court emphasize that legal formulae devised 
to uphold state power cannot uncritically be accepted as trustworthy guides to 
determine Congressional power under the Commerce Clause.” Id. at 545. 

12[n fact, several bills were introduced in Congress prior to the decision 
in South-Eastern which would have made the question in the case moot by 
specifically exempting insurance from the operation of the Sherman and Clayton 
Acts. See S. 1362, H.R. 3270, H.R. 3269, 78th Cong., 2d Sess. (1944). 

13 See, ¢.g., 91 Conc. Rec. 1085-1094 (1945). 

14 See, ¢.g., 15 U.S.C. § 1013(a) (1952). 

15 Sen. Rep. No. 20, 79th Cong., 1st Sess. (1945). 
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not apply to the business of insurance.'® 

2. At the end of the period it would again apply except to the 
areas in which there was state regulatory legislation.’ 

3. To the extent that the business of insurance went un- 
regulated by the state, the Federal Trade Commission Act 
would apply.'® 

Therefore, it became necessary for the states to enact legislation 
which covered the fields of the federal legislation. It was mot necessary 
that state statutes embody the same criteria as the federal laws. As 
Senator Ferguson’s remarks made clear,’® the state law would control 
even if in conflict with federal legislation. Thus, in the reverse of the 
usual preemption concept, the states were given Congressional authority 
to preempt certain areas of interstate commerce regulation. 

In their attempt to justify their jurisdiction to regulate in the instant 
cases, the FTC, relying on the reservation of power to them contained 
in the act,” maintained that regudate meant more than /egislate; and 
that if a state was not regulating administratwely the mere presence of 
regulatory legislation on its statute books did not prevent the FTC from 
regulating. The court said this argument was not persuasive in these 
cases," 

The second main branch of the FTC argument was based on the 
idea that individual states cannot regulate completely because of their 
limited territorial jurisdiction. This argument, as noted previously”? was 
dismissed by the Court as irrelevant. 

The question then, of a state’s ability to regulate an unlicensed out- 
of-state insurer, is still an open one. The “constitutional infirmity” of 
the states to reach beyond their own jurisdiction would seem to make at 
least this one area subject to the control of the FTC under the terms of 
the proviso in Section 1012(b). Nevertheless, even here the states are 
taking measures to assert their own control. 

One of the means used is the “Unauthorized Insurance Service of 


Process Act” which is now law in forty-two states and two territories.”* 








1615 U.S.C. § 1013(a) (1952). 

1715 U.S.C. § 1012(b) (1952). 

1815 U.S.C. § 1012(b) (1952). 

19“Under the language which is now in the bill as it appears in the con- 
ference report, if a state passes an act regulating insurance or taxing insurance, 
and that regulation is contrary to the Sherman Act or the Clayton Act [or 
Federal Trade Commission Act], then the State law would be the law.” 91 
Conc. Rec. 1481 (1945) (remarks of Senator Ferguson). 

2015 U.S.C. § 1012(b) (1952). 

21 “However, assuming there is some difference in the McCarran-Ferguson 
Act between ‘legislation’ and ‘regulation’, nothing in the language of that act or 
its legislative history supports the distinctions drawn by petitioner.” 357 U.S. 
at 364. 

22 Supra note 7. 

23 NATIONAL ASSOCIATION OF INSURANCE COMMISSIONERS, 1958 Proc. Vol. II 328. 
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This act, which operates much like the non-resident motorists statutes, 
provides that insurance activity within a state by an unlicensed insurer 
authorizes a designated state official to accept service of process for the 
insurer. While this law enables state courts to assert jurisdiction in a 
properly brought litigation, it does not provide for any administrative 
jurisdiction by the state insurance department. 

A law to remedy this situation, and one which goes far to cure 
the “constitutional infirmity”, is now in force in seventeen states and the 
Territory of Hawaii. This legislation permits the insurance department 
of a state in which an insurance company is licensed to take administrative 
action against one of its licensed companies if it is doing business in a 
state in which it is unlicensed.** 

While the State of Ohio has not enacted this statute, it has adopted 
all of the “Model Acts”®®> which have been prepared by the National 
Association of Insurance Commissioners.”® Like her sister states, Ohio 
has not yet found any formal means of regulating advertising activities 
in Ohio conducted from outside the state by an unlicensed insurer.*7 





24 This legislation is of two types. One is a reciprocal statute and is opera- 
tive only between states which have passed the reciprocal statute. Examples of 
this type are UTAH Cope ANN. § 31-7-13 (1953), Va. Cope ANN. § 38.1-433 
(1950). The other type permits the superintendent of insurance to take action 
against any licensed company when it is brought to his attention that the com- 
pany is doing business in a state in which it is unlicensed. See Ore. Rev. STAT. 
§ 736.645 (1958). 

25 The State Fair Trade Practice Act, OH10 Rev. Cope §§ 3901.19-.23 (1955) ; 
The Unauthorized Insurance Service of Process Act, On10 Rev. Cope § 3901.17 
(1955); The Uniform Accident and Sickness Policy Provisions Law, Ou1o Rev. 
Cope §§ 3923.01-.99 (1956). 

26 These acts were prepared by the Association in an attempt to cover the 
fields left open to the states by the McCarran-Ferguson Act. The declaration 
of purpose of the State Fair Trade Practices Act, for example, says, “The 
purpose of this Act is to regulate trade practices in the business of insurance 
in accordance with the intent of Congress as expressed in the Act of Congress 
of March 9, 1945”. NATIONAL ASSOCIATION OF INSURANCE COMMISSIONERS, 1947 
Proc. 392-400. 

27 Nevertheless, Ohio uses some very effective informal means to control 
this situation. Among these might be mentioned the news release and personal 
communication by the Ohio Superintendent of Insurance with the like official in 
the home state of the offending insurer. Briefly, this is the operation: 

a. news release: When it is brought to the attention of the department that 
an unlicensed insurer is soliciting business within Ohio, a news release is issued 
to radio and television stations and to newspapers within the area affected. In 
the release it is pointed out that X company is not licensed in Ohio and that the 
protection of Ohio insurance laws is not afforded to policyholders of the com- 
pany. This generally has the effect of ending the campaign. 

b. personal communication: When it appears to the Superintendent that the 
news release procedure is not, or is not likely to be effective, he will communicate 
directly with the commissioner of insurance of the home state of the offending 
company. This officer will then inform the company of the complaint which he 
has received from the Ohio Insurance Department and request that they cease 
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A general advertising statute?® does give a large measure of control over 
advertising other than direct mail from another state. 

It will be seen therefore, that the states have made strong efforts 
to keep the regulation of insurance in their own hands and to exclude 
federal regulation from the field. Through the widespread adoption of 
the reciprocity statute they may very well succeed. On the other hand, 
so long as the FTC maintains there is an area beyond which the states 
cannot constitutionally reach, it can be expected that the Commission 
will continue to assert its own jurisdistion in that area. The position of 
the FTC is best stated by a portion of its brief in the instant case. 
Quoting extensively from the South-Eastern decision they said: 

To the extent therefore, that the individual states, with their 

limited territorial jurisdictions [were] not fully capable of 

governing ‘insurance’ transactions which, reaching across state 
boundaries, affect the people of more states than one, that 
condition necessarily continued after enactment of the 

McCarran-Ferguson Act. The result, in the absence of 

federal legislation to fill the void is a legal vacuum—a ‘no 

man’s land’ which is not effectively regulated either by the 
states or the federal government.” 


Irwin F. Woodland 





the offending activity. This too, is very effective. Personal interview, Ohio 
Superintendent of Insurance, Nov. 7, 1958. 

28 QOuio Rev. Cope § 3905.43 (1953). “No person .. . shall publish or 
distribute or receive and print for publication or distribution any advertising 
matter in which insurance business is solicited unless such advertiser has complied 
with the law of this state regulating the business of insurance. . . .” Only recently, 
under this statute, a well known national weekly magazine was persuaded to drop 
as an advertiser an insurance company that was unlicensed in Ohio. While the 
Superintendent recognized that he could do nothing about copies of magazines 
which were mailed directly to subscribers in Ohio, he pointed out to the magazine 
that he had the authority to move against all local distribution by wholesale news 
operators in Ohio. Personal interview, Superintendent of Insurance, Nov. 7, 1958. 

29 Brief for Federal Trade Commission, pp. 42, 43. 











FILM CENSORSHIP UPHELD 


Kingsley Inter. Pic. Corp. v. Regents of Univ. of N.Y., 
4 N.Y.2d 349, 151 N.E.2d 197 (1958), prob. juris. noted, 
358 U.S. 897 (1958) 

The Board of Regents of the state of New York denied a license 
for the showing of the film “Lady Chatterley’s Lover,”’ finding that 
the film portrayed acts of sexual immorality as accepted behavior.? 
While the Appellate Division ordered the license issued,* the New York 
Court of Appeals reversed, asserting that the licensing of films under a 
standard of sexual immorality is a legitimate state function, and that 
immorality can properly be equated with obscenity in order to justify the 
use of a prior restraint.‘ The previous affirmance by this court of a 
license denial by the Board of Regents, under a somewhat different 
licensing standard,” and its subsequent per curiam reversal by the Su- 
preme Court,° led to the amendment of the licensing statute and the 
form of the standard here challenged. The expansion of the scope of 
obscenity by the instant court to include restraint of films on the basis of 
a standard of “sexual immorality” and the implementation of this re- 
straint by administrative review before general exhibition, are the issues 
herein considered.’ 

Although recent reversals by the Supreme Court® broadly attest to 





1 At the urging of the impotent Lord Chatterley, Lady Chatterley takes 
a lover to provide his Lordship with offspring. As depicted by the instant case 
“the dominant theme of the film is the exaltation of illicit sexual love in dero- 
gation of the restraint of marriage.” Kingsley Inter. Pic. Corp. v. Regents of 
Univ. of N.Y., 4 N.Y.2d 349, 354, 151 N.E.2d 197, 199 (1958). 

2 The statute defines an immoral film as one “the dominant purpose or 
effect of which is erotic or pornographic; or which portrays acts of sexual 
immorality, perversion or lewdness, or which expressly or impliedly presents such 
acts as desirable, accepted or proper patterns of behavior.” N.Y. Epuc. Law 
§ 122a. 

34 App. Div. 2d 348, 165 N.Y.S.2d 681 (App. Div. 1957). 

44 N.Y.2d 349, 151 N.E.2d 197 (1958), prob. juris. noted, 358 U.S. 897 
(1958). 

5 The statute then required the refusal of a license if the film was “obscene, 
indecent, immoral, inhuman, sacrilegious, or [was] of such character that its 
exhibition would tend to corrupt morals or incite crime.” N.Y. Epuc. Law § 122. 

6 Commercial Pictures Corp. v. Regents of Univ. of N.Y., 305 N.Y. 336, 113 
N.E.2d 502 (1953), rev'd per curiam, 346 U.S. 587 (1954). 

7 Although the question of “definiteness” is not reached where a lack of a 
legitimate state interest appears, Butler v. Michigan, 352 U.S. 380 (1957), the 
New York court dismisses any criticism of vagueness by stating, “No one will 
deny that the Regents of New York State, just as the members of this court, 
know what an act of sexual immorality is ... .” 4 N.Y.2d at 351. But the 
constitutional inquiry at this point is whether the standard of “sexual immorality” 
conveys a sufficiently definite meaning to potential violators, since “immorality” 
alone, as a standard, fails to meet the test. Holmby Prod., Inc. v. Vaughn, 350 
U.S. 870 (1955). 

8 Times Film Corp. v. City of Chicago, 139 F. Supp. 837 (N.D. Ill. 1956), 
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the invalidity of “immorality” as a licensing standard, the particular 
theory of any one reversal is at best uncertain. The reversal in each de- 
cision may generally be accorded to any one of four infirmities: lack of a 
legitimate state interest, invalid as a prior restraint, lack of obscenity, 
or the vice of vagueness. The inferential weight of the Supreme Court’s 
citation of Superior Films v. Dep’t of Educ. of Ohio® in their per curiam 
reversal of Holmby Prod., Inc. v. Vaughn,’® cannot, however, be so 
easily dismissed. The Holmby case involved a license denial under a 
finding that the picture was “immoral and obscene;” but the licensing 
board in the Superior Films case denied exhibition of an allegedly harm- 
ful “crime picture;” thus no issue of obscenity was involved, Censorship 
of motion pictures under a standard of obscenity not being patently in- 
valid, the Holmby reversal appears to point specifically toward the in- 
validity of film licensing where immorality is the standard employed. 
Decisions relied on by the New York court to sustain a state interest 
in public morals sufficient to justify film censorship under a standard of 
sexual immorality,’ while containing dicta to that effect, are properly 
classified as “time, place and manner” decisions,’* and as such, clearly 
distinguishable. These cases justify the restraint imposed because of the 
nature of the speech in effecting acts injurious to the public health and 
safety, another distinct state interest. While the permissible restraint of 
obscenity stems from defect in the speech itself—the lack of ideas of 
“socially redeeming importance”'*—the suppression of sexually immoral 
views impinges upon that vital area where moral ideas compete for social 








244 F.2d 432 (7th Cir. 1957) (license denial finding film ‘not decent and im- 
morality featured” upheld), rev’d per curiam, 355 U.S. 372 (1957) (inferentially, 
film not obscene); Superior Films v. Dep’t of Educ. of Ohio, 159 Ohio St. 315, 
112 N.E.2d 311 (1953) (license denial finding film “harmful” upheld), rev'd per 
curiam, 346 U.S. 587 (1954); Commercial Pictures Corp. v. Regents of Univ. 
of N.Y., supra note 7, (license denial finding film “immoral and tending to cor- 
rupt morals” upheld), rew’d per curiam, 346 U.S. 587 (1954); Gelling v. Texas, 
157 Tex. Crim. 516, 247 S.W.2d 95 (1950) (license denial finding film “not decent 
and immorality featured” upheld), rev'd per curiam, 343 U.S, 960 (1952). 

9346 U.S. 587 (1954). / 

10177 Kan. 728, 282 P.2d 412 (1955), rew’d, 350 U.S. 870 (1955). 

11 Kovacs v. Cooper, 336 U.S. 77 (1949) (power to prohibit things bringing 
harm to its people) ; Chaplinsky v. New Hampshire, 315 U.S. 568 (1941) (state 
interest in social order and morality); Near v. Minnesota, 283 U.S. 697 (1930) 
(power to enforce primary requirements of decency). 

12 Cox v. New Hampshire, 312 U.S. 569, 576 (1941). A state statute requir- 
ing a license for a parade was sustained against the attack of vagueness because 
the discretion of the administrator was limited to considerations of “time, place, 
and manner.” 

13 Roth v. U.S., 354 U.S. 476, 484 (1957). Concerning the criticism that ob- 
scenity restraint also requires justification by establishing the probability of an 
injurious overt act, see Note, 18 Onto St. L.J. 137 (1957). This note will not dis- 
cuss the propriety of Justice Harlan’s statement in Roth (concurring in part and 
dissenting in part): “[T]he court seems to assume that obscenity is a peculiar 
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approval. Where films are denied exhibition because of an immoral 
content, expressions of morality are regimented in accordance with the 
moral posture assumed by the state; the very nature of the process 
necessarily suppresses minority opinions adverse to the view of the state. 
Although there were other issues upon which the reversal might reason- 
ably have been based, the decision of the Supreme Court in Burstyn v. 
Wilson did deny, in one branch of the opinion, that the protection of 
religious groups from the effect of sacrilegious films was a legitimate 
state interest. This branch of the opinion, grounded as it was upon the 
tendency of the process to suppress the expression of minority views,"* 
is sufficiently analogous to justify denial of a similar interest here. 

Assuming the propriety of sexual immorality as a standard, its 
implementation in the form of a prior restraint is questionable. The 
statement of Justice Clark in Burstyn, “It is not necessary for us to 
decide . . . whether a state may censor motion pictures under a clearly- 
drawn statute designed and applied to prevent the showing of obscene 
films,”’® is accorded considerable weight by the majority here, but its 
validity, if ever established, is even more questionable today."® What the 
Supreme Court has done since then is more significant than what it has 
said; the High Court has yet to sanction a single instance of adminis- 
trative censorship.’7 The Roth opinion, while recognized as having 
established the “prurient interest” test,’® also lends tacit approval to the 
determination of the fact of obscenity by an adjudicative process wherein 
the jury applies the test. Although this implication of Roth is decidedly 
limited by the decision in Kingsley Books v. Brown," where the majority 
sanctioned a process combining an interim injunction with a judge- 
determination of obscenity,”® a vital distinction affecting the degree of 
free speech invasion still exists between the practical operation of an 
adjudicative process on one hand and administrative censorship on the 
other. 





genus of speech and press, which is as distinct, recognizable and classifiable as 
poison ivy... .” 354 U.S. at 497. 

14 Burstyn v. Wilson, 343 U.S. 495 (1952). 

15 Jd. at 498. 

16 Following the U.S. Supreme Court’s per curiam reversal of Superior 
Films v. Dep’t of Educ. of Ohio, supra note 8, the Supreme Court of Ohio in 
R.K.O. Radio Pictures Corp. v. Dep’t of Educ. of Ohio, 162 Ohio St. 263, 122 
N.E.2d 769 (1954), unable to secure the required majority to deciare an act 
unconstitutional, simply considered any licensing act of the Department to be 
“unreasonable.” 

17 Cases cited note 8 supra. 

18“fA] thing is obscene if, considered as a whole, its predominant appeal 
is to prurient interest... ." 354 U.S. 476, 487 n.20 (1957). 

19354 U.S. 436 (1957) (four dissents, probably highwater mark of per- 
missible prior restraint). 

20In the opinion of at least one member of the Supreme Court, the jury, 
by representing a cross-section of the community, becomes especially competent 
to apply the test for obscenity, and determination by any other method is rever- 
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Where the right to show films depends upon a censor’s review of 
the film before exhibition, the administrative intensity, as compared with 
the less frequent and less encompassing action of a local prosecutor, re- 
sults in a greater degree of substantial interference with free exhibition. 
While the prosecutor’s actions are inclined to be selective, depending 
upon the nature of the violation and the availability of evidence, the 
censor’s job is to censor; each and every film must be viewed. This re- 
view before exhibition prevents access to community standards, Under a 
system of subsequent punishment a particular film may gain such com- 
munity approval that an indictment would be dismissed or a verdict 
reached favorable to the defendant. Since a license denial represents in 
our more populous states a substantial loss in pecuniary gain, each denial 
or compulsory deletion tends to suppress the subsequent production and 
distribution of films bordering on the substance of previously excluded 
films, In contrast, a local exhibitor, in borderline cases, may be willing 
to run the risk of subsequent prosecution if a jury trial is accorded. 

The right to a judicial determination of the propriety of the film 
tends to insulate the trier of fact from the initiator of the action, thus 
minimizing the effect of crusading pressure groups. In comparison, film 
censorship thus far indicates a tendency to be particularly accessible.”* 
First amendment rights are further imperiled by the creation in some 
cases of an appellate tribunal within the censorship machinery, thus in- 
sulating administrative discretion from review under constitutional stand- 
ards. Once in the state courts, the traditional lack of deference to state 
administrative agencies appears to have been replaced by a requirement 
that the appellant sustain the burden of showing an abuse of adminis- 
trative discretion.”* 

At present a statute aimed at the restraint of obscene films satisfies 
the minimum constitutional requirements by incorporation of the fol- 
lowing; restraint in point of time after exhibition to the general public, 
application of the prurient interest test to determine the existence of 
obscenity, and a judicial determination of the fact of obscenity. Broad 
statutes, similar to the one upheld in the instant case, encroach on the 
free exchange of ideas and should not be permitted. Prior restraint in 
the form of compulsory review of films before exhibition must likewise 
fail if tested by the standard of the Kingsley Books case—a pragmatic 
assessment of the substance of free speech suppressed by the operation of 
the statute in particular circumstances.”* 


Arthur F. Graham 





sible. Kingsley Books, Inc. v. Brown, 354 U.S. 436, 448 (1957) (concurring 
opinion, Brennan, J.). 

21 For examples of the influence of pressure groups on the censoring function 
see Note, 68 Harv. L. Rev. 493 (1955). 

22 See Note, 60 YALE L.J. 696, 698, n.6 (1951). 

23 354 U.S. at 442. 











HOUSING INSPECTIONS WITHOUT WARRANTS 


State ex rel. Eaton v. Price,’ 


168 Ohio St. 123, 151 N.E.2d 523 (1958) 


Petitioner sought a writ of habeas corpus following his arrest for 
refusing to permit a housing inspector to enter his home pursuant to a 
city ordinance? which authorized inspections to determine compliance with 
minimum housing standards. He contended that the ordinance was un- 
constitutional because no warrant was required for entry against his will. 
In reversing the lower court, the Supreme Court of Ohio held that a 
housing ordinance authorizing inspections at reasonable hours and upon 
showing of appropriate identification meets federal and state constitu- 
tional safeguards against unreasonable searches and seizures, 

Housing codes have been utilized by many cities in recent years to 
help prevent urban blight.* A typical housing code prescribes minimum 
standards respecting the condition, the maintenance and the occupancy of 
existing dwellings and has the ultimate purpose of protecting the health 
and safety of the entire community.* The effectiveness of a housing code 
depends upon the adequacy of its system of enforcement; but no matter 
what method of enforcement is employed an efficient inspection system is 
necessary to insure its success.” In a recent study of fifty-seven housing 
codes it was found that nearly two thirds of the cities considered a right 
of entry on the part of the inspectors necessary.® 

The general area of search and seizure has been extensively liti- 
gated, but only a few recent cases have considered the question of 
housing inspections made without a warrant and against the will of the 
occupant. Prior to 1949 it seems to have been taken for granted that 
such inspections are within the proper exercise of the police power. The 
first case which directly met the issue was District of Columbia v. Little." 
Defendant in that case was convicted of interfering with a health in- 
spector who had attempted without a warrant to make an inspection of 
defendant’s dwelling upon receipt of a complaint alleging the existence 





1This habeas corpus proceeding should have been captioned: “In the 
Matter of the Petition for a Writ of Habeas Corpus by Earl Taylor.” State ex rel. 
Smilack v. Bushong, Sup’t, 93 Ohio App. 201, 112 N.E.2d 675 (1952), aff’d, 159 
Ohio St. 259 (1953). Eaton was Taylor’s attorney. 

2 Dayton, On10, Cope oF GENERAL ORDINANCES, no. 18099, § 806-30 (1954). 

3 As of 1955 more than seventy cities had comprehensive housing codes. 
Gazzolo, Municipal Housing Code, THE MunicipaL YEAR Book 317 (1956). 

4 SIEGEL & Brooks, SLUM PREVENTION THROUGH CONSERVATION AND REHABILI- 
TATION 18 (1953). 

5 Jd. at 1. 

6 HHFA, Ursan RENEWAL BULL. No. 3 (1956). From a total of fifty-seven 
housing codes included in the study it was found that thirty-eight authorized a 
right of entry onto the premises while forty-four had provisions permitting 
inspection. 

7178 F.2d 13 (D.C. Cir. 1949). 
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of unsanitary conditions therein. The court of appeals held that the 
regulation authorizing the inspection was unconstitutional.* This court 
regarded an inspection by a health officer as no different, in essence, than 
a search for evidence of crime. In the area of criminal investigations the 
Supreme Court has firmly established the requirement under the fourth 
amendment that, in the absence of special exigencies during the per- 
formance of duty, a search warrant must be obtained prior to an invasion 
of the privacy of a man’s home.® 

A 1956 Maryland Court of Appeals decision’? upheld a conviction 
where appellant had refused to allow an attempted inspection of his 
rooming house in accordance with provisions of the Baltimore City 
Code.’ The court asserted that such inspections do not constitute a 
violation of the due process clause of the fourteenth amendment nor of 
the state constitutional provision corresponding to the fourth amendment. 
The holding was based on the proposition that the constitutional guaran- 
tees against unreasonable searches and seizures do not prohibit reasonable 
searches and seizures.’ 

Aside from a South Carolina dictum which expressed the opinion 
that “. . . there is doubt whether such an entrance [over the objection of 
the occupant] would come within the constitutional guarantees against 
unreasonable searches . . . ,”"* the District of Columbia, Maryland and 
Ohio cases appear to be the only reported decisions which have considered 
the legality of making an inspection of this type without a warrant. 

The “reasonableness” of a regulation promulgated under the police 
power of the state is measured by weighing the importance of the public 
benefit which the legislation seeks to promote against the seriousness of 
the imposition on the rights of those being regulated.* If a right of 
entry is necessary for effective enforcement of housing codes,’* what 
minimum safeguards are essential to protect the individual from un- 
reasonable invasions of his right of privacy? Certainly the use of a 





8 Aff'd on nonconstitutional grounds, 339 U.S. 1 (1949). The Supreme 
Court held “. . . that respondent’s statements to the officer were not an ‘inter- 
ference’ that made her guilt} of a misdemeanor under the controlling District 
law.” At the present time there is no ruling of the Supreme Court of the United 
States as to whether in federal jurisdictions a housing inspection may lawfully 
be made without a search warrant. 

® United States v. Jeffers, 348 U.S. 48 (1951); McDonald v. United States, 
335 U.S. 451 (1948); Johnson v. United States, 333 U.S. 10 (1948); Thurman 
v. State, 116 Fla. 426, 156 So. 484 (1934); People v. Schmoll, 383 III. 280, 48 
N.E.2d 933 (1943); State v. Munger, 43 Wyo. 404, 4 P.2d 1094 (1931). 

10 Givner v. State, 210 Md. 484, 124 A.2d 764 (1956). 

11 Battimore, Mb., City Cope art. 12, § 120; art. 5, § 120, ch. 12, para. 
1202; art. 9, § 260 (1950). 

12 United States v. Rabinowitz, 339 U.S. 56 (1950). 

13 Richards v. City of Columbia, 227 S.C. 538, 88 S.E.2d 683 (1955). 

14 Dederick v. Smith, 88 N.H. 63, 184 Atl. 595, appeal dismissed, 229 U.S. 
506 (1936). 

15 See note 6 supra. 
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search warrant where the occupant refuses entry is not the only means 
of preserving the inviolability of a man’s castle. Indeed, under present 
law the use of a search warrant for housing inspections is in many cases 
neither possible nor practicable.’® 

The code provision involved in Givner v. State authorized the in- 
spector to demand entry only during daylight hours; and the ordinance in 
question in the Eaton case permitted the inspection “at any reasonable 
hour.” It is submitted that any inspection authorized under the provisions 
of a housing code should be limited to reasonable hours. In the absence 
of extreme emergency an occupant should not be compelled to submit to 
an inspection under circumstances of undue inconvenience.** 

Another provision common to the ordinances involved in the two 
above-mentioned cases is that the inspector must exhibit proper identifying 
credentials before requesting entry. That a person has a right to be 
apprised of the authority under which an inspector demands to enter his 
home is so well settled as to require no further discussion.” 

In addition, the Maryland and Ohio courts require that the in- 
spections shal] not be used “as a cover to conduct a search for any vio- 
lations of the criminal law or for any purpose other than the preservation 
of health and safety. . . .”"® Judge Herbert, in Eaton v. Price, takes 
special note of the fact that under the Dayton ordinance a prosecution 
for failure to remedy the violations observed on the first inspection or 
for failure to comply with an order to vacate must be based upon evi- 
dence obtained on a reinspection. Whether a prosecution based upon 
evidence obtained on this reinspection, if the latter were made without 
a warrant and against the’ will of the occupant, would be valid was not 
before the court and remains undecided.” The clear implication is that 





16 In his dissent in District of Columbia v. Little, supra note 7, at 23, Judge 
Holtzoff discusses the problem: “. . . there is no existing statute under which a 
health inspector, a plumbing inspector, or a building inspector may obtain a 
warrant authorizing him to enter a building for the purpose of a routine inspection. 
It has always been assumed that no search warrant is necessary. . . . Moreover, 
even if an Act providing for such search warrants should be placed on the statute 
books, how can an inspector make a showing of probable cause as a basis for the 
issuance of a warrant for the purpose of an ordinary, routine inspection?” Com- 
prehensive inspections on an area-by-area basis have proved more effective than 
haphazard inspections based only upon receipt of complaints. Siece. & Brooks, 
supra note 4, at 11, 52-53. 

17 See United States v. Crescent-Kelvan Co., 164 F.2d 582 (3d Cir. 1948). No 
constitutional right is violated by a statue, an ordinance, or a regulation providing 
for the inspection, during business hours, of places of business dealing with 
drugs or food. 

18 Goodman y. State, 178 Md. 1, 11 A.2d 635 (1940). The purpose of service 
of a search warrant is not only to authorize officer to make search, but to inform 
the one named and suspected, if he is on the premises, of what is being done 
and why. 

19 Givner v. State, supra note 10, at 503, 124 A.2d at 774. 

20State ex rel. Eaton vy. Price, 168 Ohio St. 123, 137, 151 N.E.2d 523, 532 
(1958). 








168 OHIO STATE LAW JOURNAL [Vol. 20 


the information gathered upon the original inspection conducted without 
a warrant is not to be used in a criminal prosecution, not even in a pro- 
ceeding under the penal provisions of the ordinance which authorized the 
inspection. 

Although it is not explicit in the opinion, the Court of Appeals for 
the District of Columbia may have been influenced somewhat in its de- 
cision of the Little case by the vague wording which characterized the 
code provision. In sharp contrast with the Baltimore and Dayton codes, 
the District of Columbia regu!-tion required neither a showing of cre- 
dentials nor an inspection at a reasonable hour. 

The Maryland and Ohio courts have decided that inspections of 
private dwellings conducted under the authority of housing codes are not 
unreasonable invasions of the privacy of the home provided that the fol- 
lowing minimum requirements are met: (1) inspections may be made 
only at reasonable hours; (2) inspectors must properly identify them- 
selves; and (3) evidence obtained during the original inspection may not 
be used as a basis for criminal prosecution. Housing codes are designed 
to preserve the health and safety of our communities. It would appear 
that the home owner’s right to privacy must yield to this extent in favor 
of the public interest. 


William L. Clark 











SECONDARY EMPLOYER NOT BOUND BY 
“HOT CARGO” CLAUSE 
Local 1976, United Bhd. of Carpenters v. NLRB, 
357 U.S. 93 (1958) 
The Sand Door and Plywood Company of Los Angeles supplied 


general construction contractors with doors manufactured by the Paine 
Lumber Company of Oshkosh, Wisconsin, a non-union plant. The 
Carpenters (Local 1976) refused to install the doors. Sand filed charges 
with the National Labor Relations Board’ contending that the union was 
illegally encouraging its members to effect a secondary boycott? in vio- 
lation of the Taft-Hartley Act. The union maintained that its action 
was proper because a “hot cargo” clause* was contained in its collective 
bargaining agreement with the general contractors, The NLRB ordered 
the union to cease and desist from the acts charged by Sand and the order 
was upheld on appeal.> The Supreme Court of the United States affirmed 
the decision, holding that a “hot cargo” clause in a collective bargaining 
agreement cannot be asserted as a defense to an alleged unfair labor 
practice prescribed by Section 8(b)(4)(A) when the employer does not 
consent to the use of the clause.® 

The position of the NLRB toward the “hot cargo” clause as a 
defense to Section 8(b)(4)(A) has been unstable, usually changing with 
the appointment of new personnel, When first confronted with the issue 
in Conway’s Express,’ the Board held that the employer consented in 
advance to the secondary boycott and acquiesced in its enforcement. 





1Sand Door and Plywood Co., 113 N.L.R.B. 1210 (1955). 

229 U.S.C. § 158(b)(4)(A) (Supp. 1951). “It shall be an unfair labor 
practice for a labor organization or its agents. ... (4) to engage in, or encourage 
the employees of any employer to engage in, a strike or a concerted refusal in 
the course of their employment to use, manufacture, process, transport, or other- 
wise handle or work on any goods, articles, materials, or commodities or to per- 
form any services, where an object thereof is: (A) forcing or requiring any 
employer or other person to cease using, selling, handling, transporting, or other- 
wise dealing in the products of any other producer, processor, or manufacturer, 
or to cease doing business with any other person... .” 

329 U.S.C. § 141 (1947) (Supp. 1951). 

4A typical “hot cargo” clause usually reads: “It shall not be a violation 
of this contract and it shall not be cause for discharge if any employee or em- 
ployees refuse to go through a picket line of a union or refuse to handle unfair 
goods.” Pittsburgh Plate Glass Co., 105 N.L.R.B. 741 (1953). 

5 NLRB v Local 1976, United Bhd. of Carpenters, 241 F.2d 147 (9th Cir. 
1957). 

6 Local 1976, United Bhd. of Carpenters v NLRB, 357 U.S. 93 (1958). The 
Court heard simultaneously an appeal on the same issue from the Court of 
Appeals of the District of Columbia. It reversed the decision in favor of the 
Teamsters and affirmed the decision pertaining to the Machinists. Teamsters 
Union v NLRB, 247 F.2d 71 (D.C. Cir. 1957). 

787 N.L.R.B. 972 (1949). 
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There was, therefore, literally no strike or concerted refusal to work as 
the employees were exercising their contractual privilege. 

In 1954, with three newly appointed members,*® the Board shifted 
its position.? Two members declared the clause invalid because it was 
contrary to the public policy expressed in the Taft-Hartley Act.?° The 
chairman," in a concurring opinion, held the clause valid but unenforce- 
able because the factual situation differed from Conway’s Express. He 
stated that the union unlawfully induced and encouraged its members 
to refuse to work.’* One year later, the Board’ further limited the use 
of the clause as a defense by not allowing the union to appeal directly 
to its members to refuse to handle “unfair goods”; only the employer 
could instruct the employees to cease handling the “unfair goods” even 
though the union has the obligation of notifying its members of their 
contractual rights." 


Since the American Iron and Machine Works case,"® a union is 
restricted from appealing to its members directly or indirectly even 
though the employer may acquiesce in the refusal to handle “unfair 
goods.” The language of this decision, as pointed out by the dissent, is so 
broad that union officials cannot discuss a “hot cargo” clause at a 
membership meeting.’® Just as a majority of the Board has not been able 
to agree on whether a “hot cargo” clause is a valid defense to Section 
8(b)(4)(A), similarly United States courts of appeals have not been 
in accord,"? 

The existing conflict as to how the “hot cargo” clause can be valid 
and yet unenforceable is not resolved by the Supreme Court’s decision. 
The Court held that the clause was valid, but that it was not a defense 
when the employer explicitly instructed his employees to handle the 








8 Guy Farmer, Phillip Ray Rodgers and Albert C. Beeson. 

® McAllister Transfer Co., 110 N.L.R.B. 1769 (1954). 

10 Rodgers and Beeson held that the intent of Congress was to protect 
neutral employers and the public welfare from labor disputes; therefore a 
secondary employer could not contract with the union to waive the statutory 
protection of the public interest. 

11 Guy Farmer. 

12 Murdock and Peterson, the dissenting members, upheld the validity of 
the clause and stated that the facts were similar to those in Conway’s Express. 

13 There was one new member, Boyd Leedom, who replaced Albert Beeson. 

14 Sand Door and Plywood Co., supra note 1. 

15 115 N.L.R.B. 800 (1956). Stephen Bean was a new addition to the Board, 
having replaced Chairman Farmer who had resigned. 

16 Jd. at 805. 

17 Two Courts of Appeals, the Second Circuit and the District of Columbia, 
have upheld the use of the clause as a defense to Section 8(b) (4)(A). Teamsters 
Union v. NLRB, 247 F.2d 71 (D.C. Cir. 1957); Teamsters Union v. NLRB, 245 
F.2d 817 (2d Cir. 1957); Rabouin v. NLRB, 195 F.2d 906 (2d Cir. 1952). The 
Court of Appeals, Ninth Circuit, has held that the clause is not a defense when 
the employer does not consent to the use of the clause. NLRB v. Local 1976, 
United Bhd. of Carpenters, 241 F.2d 147 (9th Cir. 1957). 
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“unfair” goods.’* This is essentially the same conclusion reached by 
Chairman Farmer in the Sand Door and Plywood case."* The majority 
feels that Congress intended to give to the employer a freedom of choice 
to relieve himself of the pressures of a secondary boycott. This freedom 
of choice must be available to the employer at the time the situation arises 
even though the union and the employer entered into a prior agree- 
ment.”” Because of business practicalities the employer must be left free 
from coercion to make the appropriate decision, Looking at the practical 
aspect of the situation, the Court feels that the union is powerful enough 
to pressure the employer into making this provision in the first instance.”" 
Thus, it cannot actually be said that the “hot cargo” provision was 
voluntarily made at the time of the collective bargaining agreement. 
The major premise of the Court is that the intent of Congress was 
to reserve to the secondary employer a freedom of choice upon whether 
or not to honor a “hot cargo” clause. The legislative history of the 
Taft-Hartley Act reveals no specific prohibition on including the clauses 
in a collective bargaining agreement.”” Furthermore, there is nothing in 
the language of Section 8(b)(4)(A) which prohibits the type of 
employer-union cooperation contemplated by these contracts in effecting 
a secondary boycott.2* The union is placed in the curious position of 
having a valid agreement which cannot be enforced against an unwilling 
employer. The union cannot appeal to its members to engage in conduct 
permitted by the contract. The result is that the union is left without an 
adequate remedy. If it should sue the employer to obtain specific per- 
formance of the contract, it is highly doubtful that the Court would 
allow the union to achieve indirectly by injunction what it cannot achieve 
directly through the inducement of its members.** If the union should 
maintain an action for damages,”® the amount would be too speculative 
and more than likely preclude the union from recovering a judgment.”® 
The employer is put in the enviable position of being able to exercise his 
freedom of choice twice: at the time of the collective bargaining agree- 
ment and at the time the appeal for a secondary boycott is made by the 
union. The employer may now repudiate this part of the agreement 





18 Local 1976, United Bhd. of Carpenters v NLRB, supra note 6. 

19 Sand Door and Plywood Co., supra note 1. 

20 Local 1976, United Bhd. of Carpenters v. NLRB, supra note 6. 

21 Jd. at 106. 

2293 Conc. Rec. 4198, 4199 (1947) (remarks of Senators Pepper, Taft). 

23 29 U.S.C. § 158(b) (4) (A) (1947) (Supp. 1951). 

24 See Hot Cargo Clauses, 25 U. Cut. L. Rev. 182 (1957). 

25 29 U.S.C. § 187(b) (1947). “Suits for violation of contracts between an 
employer and a labor organization . . . may be brought in any district court. . . 
having jurisdiction of the parties. . . .” 

26 Central Coal & Coke Co. v. Hartman, 111 Fed. 96 (8th Cir. 1901). 
See generally, RESTATEMENT, CONTRACTS § 331(1) (1932); CorBIN, CoNnTRACTS 
§1020 (1950). 
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with impunity,”’ and this is directly contrary to the purpose of the Taft- 
Hartley Act concerning collective bargaining.”® 

Left unsolved is the serious problem of the utility of the “hot 
cargo” clause itself. The Court refused to consider whether or not the 
clause was repugnant to the policy of the Taft-Hartley Act and the 
intent of Congress. The confusion over the relationship of the “hot 
cargo” clause to the secondary boycott stems from what Congress said 
about Section 8(b)(4)(A) and what the language of that section actu- 
ally says. Congress did intend to protect innocent third parties from 
labor disputes in which they were not involved.?® However, it is not 
apparent whether Congress intended such protection to extend to an em- 
ployer who consented in advance to being involved. Section 8(b)(4)(A) 
was intended to protect not only the neutral employer, but also the 
public in general. It is in the public interest to have maintained the 
free flow of commerce and the prevention of labor disputes. If these 
aims can be disrupted voluntarily by the secondary employer when he 
puts into effect a secondary boycott in the absence of a “hot cargo” 
provision, it cannot be argued that there has been a waiver of the public 
interest. If this action can be carried out voluntarily by the union and 
the secondary employer, it should necessarily follow that the parties 
could contract to achieve the same purpose. From the language of 
Section 8(b)(4)(A), it would appear that unions are not prevented 
from engaging in secondary boycotts but rather from using certain means 
to effect a secondary boycott.*® Therefore, it could be argued that a 
contract containing a “hot cargo” clause is not repugnant to the policy 
of the Taft-Hartley Act because the conduct it authorizes was not 
intended to be prohibited by the act. 

The Supreme Court decision still permits three views as to the 
validity of the “hot cargo” clauses: that it is invalid; that it is valid and 
enforceable; and that it is valid but enforceable only when the employer 
consents. The need for legislative action is obvious. 


John J. Kulig 


27 Local 1976, United Bhd. of Carpenters v. NLRB, 357 U.S. 93 (1958) (dis- 
senting opinion); Sand Door and Plywood Co., 113 N.L.R.B. 1210 (1957) (dis- 
senting opinion). 

28 29 U.S.C. § 171(a) (1947). “[I]t is the policy of the United States that— 
(a) ... the best interests of employers and employees can most satisfactorily be 
secured .. . through the processes of conferences and collective bargaining between 
employers and the representatives of their employees.” 

2993 Conc. Rec. 4198 (1947) (remarks of Senator Taft). “It has been set 
forth that there are good secondary boycotts and bad secondary boycotts. Our 
committee heard evidence for weeks and never succeeded in having anyone tell us 
any difference between different kinds of boycotts. So we have so broadened the 
provision dealing with secondary boycotts as to make them an unfair labor 
practice.” 

80 Joliet Contractor’s Ass’n v. NLRB, 193 F.2d 833 (7th Cir. 1952). Judge 
Learned Hand stated, “The objective of the act must be accomplished by the 
specific means which the section defines and not otherwise.” 











